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_ This WorldatWork course can prepare the attendee for the related examination in pursuit 


of a Certification designation issued by WorldatWork Society of Certified Professionals.* 
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WorldatWork Society of Certified Professionals is a not-for-profit organization dedicated to providing 
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Foreword 


Welcome to WorldatWork Course GR4: Base Pay Management. 


To achieve the greatest benefit from this program, your active participation is encouraged. 
Please feel free to ask questions relevant to the topics presented and share your ideas 
and experiences with the instructors and other participants. Additionally, the coffee breaks 
and lunches are excellent forums for sharing thoughts and ideas about the compensation 
function. 


WorldatWork courses are developed through the efforts of many individuals, especially 
those who serve as WorldatWork faculty. Specifically, WorldatWork wishes to 
acknowledge the following current contributors to this course: 


William A. Caldwell, CCP, CBP — Caldwell Consulting Inc 

Michael G. Deiters, CCP — City of Madison 

David R. Engelman, CCP — Consultant 

Michelle Kirby, CCP — Texas Health Resources 

Jason C. Kovac, CCP, CBP — WorldatWork 

Anthony Magaro, CCP, SPHR — Southwest Research Institute 

Jane Bjorndal McAdams — Bjorndal McAdams and Associates 
Mark E. Pittel, CCP — Sullivan Cotter and Associates 

John Potempa, CCP — Potempa and Associates 

Stephanie Y. Wilson, CCP — International Human Resources Group 


In creating the WorldatWork educational program, we seek to offer the highest quality 
professional development opportunities for human resources professionals with 
concentrations in compensation, benefits and total rewards. We invite your opinions and 
suggestions about the course and its content to assist us in updating our courses and to 
ensure they are meeting your needs. 


Thank you for your participation. 
Version 3.03.6 be 


The information in this publication, as prepared by the authors and reviewed by other experts in the field, 
represents various approaches to compensation and benefits management. WorldatWork strives to provide 
information and perspectives that will help readers apply appropriate practices in their own organizations, 


but does not provide prescriptive advice. Nothing herein should be construed as an attempt to aid or hinder 
the adoption of any pending legislation, regulation or interpretive rule, or as legal, accounting, actuarial or 
other such professional advice. 
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Course GR4 


Course Overview 

This intermediate-level course provides an in-depth discussion of the principles, design, 
implementation and evaluation of an employee base pay program. Exercises will show 
how to design a pay program that is fair, competitive and supportive of an organization’s 
compensation strategy. 


Intended Audience 

This course is intended for emerging compensation practitioners with limited experience in 
developing pay structures. Attendees should be able to apply concepts and techniques 
covered in courses GR1, GR2 and GR3. Knowledge of basic mathematical concepts such 
as mean, median, weighted average, compa-ratio, percentiles and calculating percents is 
suggested, as well as an understanding of the concept of regression analysis. 


Preparing for the Course 

Please review the contents of this WorldatWork course book prior to attending the class. 
Also, please visit the Education section of the Web site at www.worldatwork.org prior to 
attending to determine whether there is an amendment sheet published for your course 
book. Amendment sheets include minor corrections and updates (not affecting the 
examinations) that are intended to maximize the currency of the course books between 
publishing dates. The amendment sheets can be viewed and/or printed from the Web site. 


Thank You 


Thank you for choosing WorldatWork to support your professional development efforts. 
If you have any questions about the course or are missing any of the course materials 
previously mentioned, please call WorldatWork headquarters at 877/951-9191. 

Our mailing address is 14040 N. Northsight Blvd., Scottsdale, AZ 85260. 


Our Pledge to You 

WorldatWork is committed to providing you with high-quality products and services. 

Our staff at the association’s global headquarters in Scottsdale, Ariz., is dedicated to your 
satisfaction. If we do not meet your expectations — or if you wish to share any comments, 
suggestions or questions — please feel free to contact us at any time. 

We appreciate your support. 


WorldatWork 

Toll-free 877/951-9191 

Fax 480/483-8352 
customerrelations@worldatwork.org 
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Overview: Course GR4 


MODULE 1 


The Role of Base Pay in Total Rewards 
Addresses the objectives of an employee total rewards program and its relationship to 
an organization’s business strategy. 


Evolution from pay to rewards 

The total rewards model 

The total rewards design process 
Compensation philosophy and strategy 
Introduction to base pay 

Job evaluation methods 


Job worth hierarchy 


Role of the compensation professional 


MODULE 2 
Designing Base Pay Structures 
Addresses the design of base pay structures. 


™@ Base pay structure 
Building a base pay structure 


= 
m Pay structure design considerations 
m™ Pay structure design 

™ Broadbands 


MODULE 3 


Practical Applications of Base Pay Structure Design 
Is a practice module that provides “real world” application of the concepts covered 
in Module 2. 


m Exercise 1 — Market pricing approach 
m™ Discussion exercise 2 — Point factor approach 
m™ Discussion exercise 3 — Integrating market data into point factor 
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OVERVIEW: COURSE GR4 


MODULE 4 


Base Pay Implementation and Delivery 
Covers other factors affecting individual and group pay, including differentials and various 
pay actions. 


Pay approaches 
Job-based pay 
Person-based pay 
Differentials 

Pay actions 


Communicating pay actions 


MODULE 5 


Costin 

ieee the key elements in costing base pay and other compensation programs and 
the application of various costing techniques. 

™@ Costing terms 

m@ Costing impact 

™ Calculating base pay costs 

™ Costing methods 

m Understanding compensation costs 


MODULE 6 


Merit Pay 
Presents the principles and techniques of merit pay systems including the development, 
utilisation and costing of merit-increase guideline charts. 


@ Principles of merit pay programs 
m The base pay investment 
@ Merit increase guidelines 
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OVERVIEW: COURSE GR4 


MODULE 7 


Administering and Evaluating Base Pay Programs 
Addresses the process for evaluating the effectiveness and efficiency of pay programs. 
It also covers HR’s role in administration and maintenance. 


@ HR's role in administering and evaluating a base pay program 
@ Monitoring pay levels 

m™ Compression 

@ Maintaining pay structures 

m Base pay program review and audit 

APPENDIX 

@ Quiz answers 

™ Support materials for course modules 

RESOURCES 

m@ Related articles 

™ Sources for additional information 

GLOSSARY 

@ Definitions of terms applicable to this course 

NOTES 

m@ Blank note pages 

FACULTY 

™ List of selected faculty for this course 

EXAMS 

@ Information on WorldatWork Society of Certified Professionals certification exams 
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module 


The Role of Base Pay 
in Total Rewards 


ee 
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Module 1 
The Role of Base Pay in Total Rewards 


Introduction 


Compensation programs that include fixed or base pay, variable pay and stocks/equity 
compensation are tools that management can use to achieve business objectives. A total 
rewards strategy establishes the framework and priorities for the design and administration 
of compensation and benefits programs. It provides direction for tactical compensation 
decisions by defining a link between day-to-day compensation decisions and the business. 


To be effective, the total rewards strategy must be able to change according to the 
company’s business strategy. Consequently, the compensation strategy must be evaluated 
continually in light of changes in a company’s mission, environment, culture and strategy. 


In this module, the ongoing process of developing organizational and direct compensation 
strategies is presented, with theoretical and practical examples of linking business strategy 
to compensation strategy. 


Objectives 


By the conclusion of this module, you will be able to accomplish the following: 
1. Identify the most common compensation program strategies and objectives. 


Define base pay and explain its delivery methods. 


2 

3. Explain the two basic approaches to job evaluation. 

4. Explain the purpose and importance of a job worth hierarchy. 
5 


Identify and explain the compensation professional’s role in designing and administering 
base pay programs. 
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Evolution from Pay to Rewards 


m 1900 to 1925 
m 1926 to 1950 


m 1951 to 1975 


m 1976 to 1990 


m 1991 to present 


Evolution from Pay to Rewards 


An understanding of the role of base pay in rewards begins with a review of the 
evolution from pay to rewards. What were the hot pay issues at the beginning of the 
twentieth century and how have they changed since then? Does history offer any 
lessons that can be used in the future? The following is a brief review of historic 
changes and events that have affected the compensation field. 
m 1900 to 1925 

@ Individual contracts 

@ Mainly cash compensation 


# Few companies offered pensions, profit-sharing and 
guaranteed wages to workers 


@ Very little government regulation and safety nets 

m 1926 to 1950 
@ Government intervened with a range of social legislation and public works programs 
@ Unions became stronger 


@ Internal labor markets, consisting of government regulations and collective 
bargaining agreements 
¢ “Fringe benefits” were used to mitigate the effects of the wage freeze 
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Evolution from Pay to Rewards ...cont’d 
m 1951 to 1975 


@ Wage and price controls regulated compensation decision-making 
@ Use of individual incentive plans declined 


@ Merit increase grids, seniority based increases, cost-of-living adjustment (COLA) 
clauses were all supporting increasingly detailed job analysis and 
job evaluation 


m 1976 to 1990 
@ Individualized variable pay based on performance 
@ More strategic pay decisions 
# Intense competition for highly skilled workers 
# Compensation continued to be a critical part of the employee relationship 


m 1991 to present 
@ Economic expansion 


@ Intense competition for highly skilled mobile workforce creating stronger emphasis 
on attraction/retention of key employees 


@ Increased use of broad-based equity programs, profit sharing and pay for 
performance 


¢ Total rewards approach allows companies to better compete for talent and resources 
by viewing the employer/employee relationship as a strategic advantage. 


Adapted “From Pay to Rewards: 100 Years of Change,” George T. Milkovich, Ph.D, and 
Jennifer Stevens. WorldatWork Journal, First Quarter 2000. 


GR4 0 1.4 


© WorldatWork. All rights reserved. 


Total Rewards 


m= Definition — the monetary and nonmonetary 
returns provided to employees in exchange 
for their time, talents, efforts and results 


m= Total rewards strategy (five key elements): 
Compensation 
Benefits 


Work-life 


Performance and recognition 


Se A a a 


Development and career opportunities 


Total Rewards 


Why do employees choose to remain with a particular employer? Why do they leave? 
Total rewards are often the answer. 


= Definition — Total rewards are the monetary and nonmonetary returns provided to 
employees in exchange for their time, talents, efforts and results. Total rewards involve 
the deliberate integration of five key elements that effectively attract, motivate and retain 
the talent required to achieve desired business results. 


= Total rewards strategy — Total rewards strategy is the art of combining the five key 
elements into tailored packages designed to achieve optimal engagement. For a total 
rewards strategy to be successful, employees must perceive the monetary and 
nonmonetary rewards as valuable. The five key elements of a total rewards strategy are: 


# Compensation 

@ Benefits 

@ Work-life 

@ Performance and recognition 

# Development and career opportunities 
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The Total Rewards Model 


Organizational” <TOTAL REWARDS - 
Culture STRATEGY 


Compensation pos 
—————————————— 


Benefits 
Satisfaction Performance 
—— & Engagement & Results 
Performance & Recognition Z 


Development & Career 


_ Opportunities 


Resource 
Strategy 


The Total Rewards Model 


The total rewards strategy should be aligned with the HR and business strategies to 
achieve organizational goals. An optimal mix of total rewards can help to attract, motivate 
and retain the talent needed to effectively contribute to organizational objectives. 


Compensation — cash provided by an employer to an employee for services rendered 


Benefits — programs that an employer uses to supplement the cash compensation an 
employee receives 


Work-life — a specific set of organizational practices, policies and programs, as well as a 
philosophy, that actively supports efforts to help employees achieve success within and 
outside of the workplace 


Performance and recognition — Performance is the alignment and assessment of 
organizational, team and individual efforts toward the achievement of business goals. 
Recognition gives special attention to employee actions, efforts, behavior or performance. 


Development and career opportunities — Development comprises learning experiences 
designed to enhance employees’ skills and competencies. Career opportunities involve 
plans to help employees pursue their career goals. 
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THE TOTAL REWARDS MODEL 


Elements of Compensation 


TOTAL REWARDS 7 
STRATEGY [Fixed eay 
Compensation e— 


Variable pay 


Elements of Compensation 


Compensation can be categorized into the following two elements: 


m Fixed pay is nondiscretionary compensation that does not regularly vary according to 


performance or results achieved. 


= Variable pay is compensation that is contingent on discretion, performance or results 
achieved. It may be referred to as “pay at risk.” Much of the innovation in compensation 
is occurring in the variable pay element. Companies are making greater use of variable 
pay programs by expanding them to a significantly broader portion of the workforce than 


they have in the past. 
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The Total Rewards Design Process 


Corporate 
 Vision/ ey’ 


rogram Evaluation: \ 


Revise or Enhance . Business 


Strategy / 
o SS ‘Human Resources 
Program Design TOTAL REWARDS | . 
and Administration STRATEGY — dj 
_w Compensation 

Benefits 

Work-Life 


OT SO 
Performance & Recognition 
naan sca dh 


Development & Career 
Opportunities 


The Total Rewards Design Process 


The design process begins with the corporate vision and mission. The human resources 
strategy builds on the business strategy and serves as a guiding light in the design of all 
HR programs. 


Human resources strategy is the big picture. Total rewards strategy narrows this HR 
strategy specifically to the five elements of total rewards. 


The design of a compensation program should maintain alignment with the other elements 
in the process. The synergy created by this alignment will help to ensure program success. 
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TOTAL REWARDS DESIGN PROCESS 


Human Resources Strategy 


Human Resources Strategy 


ne 


Selection/ Total Smet 
Staffing Rewards Renae 
Strategy Strategy oe tear 


| | Sees | Development & 
Benefits | Compensation | Work-Life & Recognition | | Career 
Strategy Strategy Strategy g | Opportunity — 
Strategy | 
_| ; IL a | : tL Strategy 
| Base Pay 


Structure 


Human Resources Strategy 


Each component of HR strategy involves specific programs designed to achieve key 
objectives aligned with that strategy. Typically, these strategies must be interrelated to 
increase effectiveness. 


i VA selection/staffing strategy represents the most effective way to link the nature and 
level of work in an organization (jobs), with availability of skills in the labor market. For 
example, an organization that wishes to hire only experienced employees will need to pay 
at or above the market rate for those jobs. 


= The total rewards strategy will include objectives for compensation, benefits, work-life, 
performance and recognition, and development and career opportunities programs as 
part of the overall rewards picture. 


¢ Compensation strategy will drive both variable pay and base pay planning and 
decisions. The base pay structure is one tool used to support the compensation 
strategy. 


= A labor/employee relations strategy may be influenced by each of the other HR 
strategies. 


Base pay programs are derived from, 


and designed to support, HR strategy. 
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Compensation Philosophy 
and Strategy e 


yi 
=™ Compensation philosophy wae 


# Lag the market 
@ Lead-lag 


@ Lead the market 


m™ Compensation strategy 
patel ~ haf rablaten 


i 
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Compensation Philosophy and Strategy 


Where does base pay fit within the organization’s business strategy? To answer this 
question, an organization must first understand its compensation strategy and philosophy. 


= Compensation philosophy — The compensation philosophy ensures that a 
compensation program supports an organization’s culture. 


¢ Lag the market — The company will consciously set its pay equal to current market 
levels at the beginning of the year. The company’s pay philosophy will then “lag” the 
market as the year progresses. 

@ Lead-lag — The company will consciously set its pay at mid-year anticipated market 
level. The company’s pay philosophy will then “lead” the market for half of the year 
and “lag” the market for the second half. 

¢ Lead the market — The company will consciously set its pay at anticipated market 
level. The company’s pay philosophy will then “lead” the market until the start of the 
next year. 

= Compensation strategy — The compensation strategy includes the principles that guide 
the design, implementation and administration of a compensation program in an 
organization. It may also specify what programs will be used and how they will be 
administered. 
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COMPENSATION PHILOSOPHY AND STRATEGY 


Business Life Cycle — Exercise 


Company 
Size 


~ Start-up Growth : Maturity : Decline 


Business Life Cycle — Exercise 


Whether an organization wants to lead or lag in the market may also depend on the 
company’s current business cycle. No particular time can be related to any phase in the 
cycle; a company may be in the start-up or growth stage for many years. A company may 
move back and forth in the continuum, from maturity to growth by finding new products 
and new markets. Decline may not occur in all cases. This is also often referred to as a 
“turnaround” situation. 


m= Exercise — Below is a table showing various aspects of compensation as it pertains 
to the chart above. Please fill in the blanks in the grid below with the appropriate 


answers. 
Business 
Low/ 


Short-Term Long-Term 
Incentives Incentives 
\ @ a a 
Depends on aN 
say [Low | Omer | pdt 
Increasing \y Creasy Very high — 
wider group 


May be used 
to motivate 
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COMPENSATION PHILOSOPHY AND STRATEGY 


Compensation Program Objectives 


m Internally equitable m Capable of being 


ie reshaped for the future 
m Externally competitive 


m Appropriate for the 


m Affordable organization 

m Responsibly m= Attract, retain and 
safeguards resources motivate employees 

m Understandable = Create alignment of 


employee efforts and 


m SEeaalidelensible business objectives 


gm Efficient to administer 


Compensation Program Objectives 


It can be a challenge to meet all of the objectives of an effective compensation program. 
The most common objectives are to be internally equitable and externally competitive. 
Each organization needs to prioritize these objectives and decide which are the most 
important. It is essential to design a program that not only meets the compensation 
objectives, but supports the organization’s business strategy. Some objectives may 
conflict with each other, depending on the compensation plan. 
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Introduction to Base Pay 


m Defining base pay 
@ Salary 
# Hourly rate 


@ Piece rate 


Introduction to Base Pay 


= Defining base pay — Base pay is the fixed compensation paid to an employee 
for performing specific job responsibilities. It typically is paid as a salary, hourly or 
piece rate. 


@ Salary — compensation paid on a weekly, biweekly or monthly basis rather than by 
the hour. Generally these positions are not eligible for overtime pay. 


¢@ Hourly rate — compensation paid by the hour for a job being performed. An 
individual’s annual pay is dependent on the number of hours worked during the 
course of the year and the hourly rate of pay. Generally, positions paid on an hourly 
basis are paid for overtime. 


Piece rate — Payment is based on an individual employee's rate of production. A 
payment is received for each piece or unit of work produced. Piece rate payment can 
be either in place of or in addition to hourly payment. The organization must ensure 
the employee is earning at least minimum wage. 
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INTRODUCTION TO BASE PAY 


Overview of 
Base Pay Structure Design 


Job D Job ‘ Job Job Worth GEER 
Analysis io, a Evaluation’ Hierarchy @0euTG 


Overview of Base Pay Structure Design 


There are several steps in the process of building a base pay program. These steps provide 
the information needed to begin to develop a base pay structure. 


m Job analysis — provides key information about the nature and level of work performed 


= Job documentation — includes written information about job content or the functions of 
the job and associated knowledge, skills and abilities 


m Job evaluation — collects data needed to create a job worth hierarchy using a market 
data or job content approach 


= Job worth hierarchy — illustrates where each job fits, relative to other jobs 


= Base pay structure — After the job worth hierarchy is built, a base pay structure can be 
created and utilized as a framework for pay decisions. 


Job analysis and job documentation create the information 
needed to complete the job evaluation process. 


The job evaluation process and job worth hierarchy lay 
the foundation necessary to establish a base pay structure. 
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Job Evaluation Methods 


m Market data approach 
¢ Job descriptions to match survey data 
¢ Jobs arranged into a hierarchy 
¢ Jobs with no market data are slotted 


m Job content approach 
@ Relative internal value 


@ Anchor points 


23 


Job Evaluation Methods 


Job evaluation is a systematic method and process for determining and comparing the 
relative value of one job to others. Job evaluation enables the creation of a job worth 
hierarchy within the organization. 


The approach to creating pay structures can be different depending upon the method 
used by an organization to evaluate and value jobs. There are two basic approaches to 
job evaluation: market data and job content. 
m= Market data approach 

@ Job descriptions are used to match survey data. 

@ Benchmark jobs are arranged into a hierarchy based on an analysis of market data. 

= A benchmark job is used for making pay comparisons to develop or 
validate a job worth hierarchy. 


= Benchmark jobs are internal jobs that can serve as market anchor points 
because they closely resemble jobs performed in other organizations or 
industries (at least 70% match of duties) 


= Atleast 50% of jobs in the organization should be benchmarked when using the 
market-based job evaluation method. 
@ Jobs with no market data are slotted using job content to determine relative worth. 
m= Job content approach 


@ Relative internal value is determined between jobs based on the nature and level 
of work. 


# Some jobs are priced as anchor points. 


Regardless of the approach taken, data collection and analysis 
(both internal and external) are important parts of the process. 
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Job Worth Hierarchy 


mg What is it? 
# Perceived value of jobs in relationship to each other 
mg Why is it important? 
# Determines which jobs should be grouped together 
# Forms the foundation of the base pay system 
m Why is it used? 


# To determine internal equity among both positions 
and groups of positions 


Job Worth Hierarchy 
Once the job evaluation is completed, a job worth hierarchy can be established. 
= What is it? 


@ A job worth hierarchy indicates the perceived value of jobs in relationship to each 
other within an organization. 


gm Why is it important? 


@ The job worth hierarchy helps to establish a relationship between various jobs, 
allowing groupings of similar jobs. By establishing a job worth hierarchy, 
compensation professionals can determine how various job can be classified within 
the organization. 


@ It can then be used to form the foundation of the base pay system. 
g Why is it used? 


¢ A job worth hierarchy is used to determine and ensure internal and/or external equity 
among both positions and groups of positions. Job grades/pay structures are then 
based upon that internal and/or external equity. 
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Job Worth Hierarchy ...contd 


mg What does it look like? 
¢ Market-based 


@ Job content-based 


Job Worth Hierarchy ...cont’d 
= What does it look like? 


Market Wage 
(Market-based) 
Position Hierarchy 
Director of Accounting 95,000 
Director of Human Resources 94,000 
Senior Manager of Advertising 83,000 
Manager of Accounting 75,000 
Senior Compensation Analyst 45,000 
Senior Human Resources Analyst 44,500 
Senior Financial Analyst 43,500 
Financial Analyst 38,000 
Supervisor, Accounts Payable 35,000 
Accounts Payable Clerk 21,000 
Human Resources File Clerk 20,500 


* The point factor approach will be discussed in later modules. 
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Point Factor* 
(Job content-based) 
Hierarchy 


875 
866 
764 
691 
414 
410 
401 
350 
322 
193 
189 


Grouping 


] Grouping 


Role of the 
Compensation Professional 


= Strategy 
@ Developing a base pay structure 


m Administering the salary 
administration program 


@ Internal communication 


Role of the Compensation Professional 


Compensation professionals play a broad role in the design and implementation of 
base pay programs. 
= Strategy 

# Develop pay strategy based on business needs and directions 

@ Provide counsel on pay strategy 


= Developing a base pay structure 
@ Job analysis 
@ Job documentation 
¢ Job evaluation 
@ Job worth hierarchy 
@ Base pay structure 


= Administering the salary administration program 

@ Establishing and maintaining policies and procedures 
Participating in and gathering information from salary surveys 
Monitoring and maintaining salary structure(s) 
Maintaining internal equity and external competitiveness 
Preparing merit and salary increase budgets 
Reviewing current jobs for market competitiveness 
@ Ensuring compensation program complies with applicable laws 


eee ef Oo 


# Internal communication 
@ Pay policies 
@ Salary structure and administration 
¢ Market data 
@ Management training 
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Can You? 


m Identify the most common compensation program 
strategies and objectives. leo | oH) 
i Cred 

m Define base pay and explain its delivery methods. __ 
Gyn ly“ how ly f' CCR 


m Explain the two basic appr aches to job evaluation. 
e Rr TSS conteal 
m Explain the purpose and importance of a job worth 
hierarchy. fywus Murda, of OK ban Sy Hn 


m Identify and explain the compensation 
professional's role in designing and administering 
base pay programs. 
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Module Quiz 


1. Which of the following is one of the most common compensation program objectives? 
A. Ensuring external competitiveness grit 

B. Paying at the median or 50th percentile 

C. Deferring compensation expenses 

D 


. Competitive base and highly leveraged incentives 


2 


2. Which of the following best defines base pay? \ -\ > 
A. Variable compensation paid on a weekly basis to an employee 
B. Fixed compensation paid to an employee for performing specific job responsibilities 
C. Total cash compensation paid for goal attainment 
D. Payment based on an individual’s rate of production 


3. Which statement is most accurate regarding the market data approach to job evaluation? 
A. Job descriptions are used to match survey data. 
B. Atleast 20% of jobs should be benchmarked. 
C. Internal job worth is more important than external job values. 
D. Jobs with no market data cannot be priced. 


4. What is a reason for establishing a job worth hierarchy? 
A. To determine appropriate placement of anchor points during the job evaluation 
B. To prove that job grades are not needed in an organization 
C. To establish midpoint differentials for managers and subordinates 
D. To determine equity among both positions and groups of positions 
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Module 2 
Designing Base Pay Structures 


Introduction 


Base pay structures are administrative tools designed to provide pay levels and pay 
opportunities that are internally fair, externally competitive and cost-effective — all in support 
of an organization’s compensation strategy. Pay structures typically group jobs of equal 
internal value or worth into grades. Pay ranges reflecting market value are then assigned to 
these job grades. 


This module lays a foundation for the effective design of traditional pay structures and offers 
several approaches to assigning jobs to grades and developing competitive salary ranges 
for those grades. The concept of broadbanding is introduced and contrasted with a 
traditional pay structure. When designing any pay structure, compensation professionals 
need to consider how an organization’s compensation strategy will affect design elements 
and the competitiveness of midpoints or control points. Once designed, effective 
implementation, communication and maintenance of the pay structure are critical to its 
ongoing success. 


Objectives 


By the conclusion of this module, you will be able to accomplish the following: 

1. Identify the goals of a pay structure for an organization. 

2. Describe methods involved in building a base pay structure. 

3. Identify design considerations that must be addressed when developing a pay structure. 
4 


Identify components of pay structure design, including developing a base policy line, 
determining the number of pay structures and determining the number of pay grades 
or bands. 


5. Explain broadbanding and identify reasons organizations use broadbanding. 
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Base Pay Structure 


# Definition 


m Objectives 


# Create alignment between work 
and rewards 


@ Help achieve organizational objectives 


@ Reflect desired competitive position 


Base Pay Structure 


= Definition — The pay structure of an organization is a management tool that reflects the 
collection and organization of internal and external compensation data to support job 
values. A pay structure consists of a series of pay ranges that represent jobs of similar 
internal and/or external worth. 


m= Objectives 
# Create alignment between work and rewards 


@ Help to achieve organizational objectives; effective compensation tools for 
supporting the organization 


@ Reflect the company’s desired position with respect to competitive pay at a certain 
point in time (compensation philosophy) 
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Building a Base Pay Structure 


Job Analysis 


Job Documentation 


Job Evaluation 


Reconciliation of Internal 
and External Considerations 


Job Worth Hierarchy 


Base Pay Structure 
Market Data Emphasis Job Content Emphasis 


Building a Base Pay Structure 


As previously discussed, there are several evaluation methods that lead to the construction 
of a job worth hierarchy. An organization’s hierarchy and job evaluation methods determine 
how it establishes base pay. This module explains how to design a structure based upon 
this information. Although there are a variety of methods used to develop a base pay 
structure, this module will focus on the more common approaches. 


= Market data emphasis (market-based approach) 


m= Job content emphasis (point factor) 


Note: A more in-depth review of job evaluation methods can be found in Certification Course GR3: Job Analysis, 
Documentation and Evaluation. 
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BUILDING A BASE PAY STRUCTURE 


Market-Based Approach 
to Pay Structure Development 


m External market pricing or 
competitiveness takes priority 


m™ Characteristics of market pricing 
and slotting 


Market-Based Approach to Pay Structure Development 


The market-based approach uses external comparisons to create a pay structure. 
It involves completing a market pricing analysis of benchmark jobs, creating a 
market-based job hierarchy, and assigning benchmark and nonbenchmark jobs to 
the pay structure (slotting). 


= External market pricing or competitiveness takes priority — In the market-based 
approach, external market pricing or competitiveness takes priority over internal job 
equity. 
= Characteristics of market pricing and slotting 
@ Simple to administer 
@ Easy to understand 
@ No job evaluation points 
# Responsive to market changes 
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BUILDING A BASE PAY STRUCTURE 


Point Factor Approach to 
Pay Structure Development 


= Continuum approach 
# No job grades 


# Internal equity is the priority 


m Pay structure approach 
@ Develop job grades 


¢ Based on job evaluation or internal value 


Point Factor Approach to Pay Structure Development 


The point factor approach involves assigning a point value to specific jobs in the company. 
Total point value reflects the importance of the job to the company. Each specific job is 
assigned a point value and that point value determines the compensation for the position. 
Internal equity is a priority when using the point factor method. 


After the point system is established, two approaches can be used to develop the 
pay structure. 
= Continuum approach 


@ No job grades — Develop a base pay policy line by regressing job evaluation 
points with competitive market rates for each benchmark job (the trend line will 
help with the nonbenchmark jobs). This approach does not utilize job grades. 
Each point value (and the corresponding jobs) will have its own salary range. 


@ Internal equity is the priority. 
= Pay structure approach 


@ Develop job grades — Develop job grades based upon the specific point factor 
results. 


¢ Based on job evaluation or internal value 
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BUILDING A BASE PAY STRUCTURE 


Point Factor Approach to 
Pay Structure Development ...cont'd 


m= Integrating market data into point factor 


@ Values both internal and external 
relationships 


¢ Uses formal job evaluation system and 
market data 


Point Factor Approach to Pay Structure Development ...cont’d 


Integrating market data uses the current job evaluation system used within an 
organization and adds a market component. 


= Integrating market data into point factor 
¢ Values both internal and external relationships 


@ Uses formal job evaluation system and market data — allows for an organization 
to place emphasis on formal job evaluation system while ensuring compensation is 
based on market data 
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Pay Structure Design Considerations 


m Strategic issues 
m= Competitive practices 


m™ The organization’s job and workplace 
design approach 


m™ The organization’s administrative policies 
m The funds available for compensation plan 


m The value the program adds 


Pay Structure Design Considerations 


The previous module described broad compensation objectives. Those objectives 
drive the way pay structures are designed. It is important to consider each of the 
following in the design process. 


m Strategic issues 
@ Supports the organization’s business strategy 
@ Total rewards design strategy (desired competitiveness) 
= Base 
= Variable 
m= Work experience and/or other rewards 


Competitive practices 
# External equity 
m The organization’s job and workplace design approach 


@ Internal equity 


The organization’s administrative policies 


The funds available for compensation plan 


The value the program adds to the organization 
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PAY STRUCTURE DESIGN CONSIDERATIONS 


Hold on aseconcd ... 


m Is the process of building a 
new structure different from 
the process of updating an 
existing one? 


Hold on a second... 


Whether you are starting from scratch and designing a new base pay structure or already 
have a structure in place and want to make sure it still meets business needs and 
objectives, the process generally is the same or similar. It is important to understand all 
the components to thoroughly evaluate your structure. 
= Sample questions to ask 

@ Will this compensation structure enable our organization to achieve its goals? 

# Can we attract, retain and motivate the right employees? 


@ Is our organization’s compensation strategy to value internal job worth, external 
market data or both? 
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Pay Structure Design 


m Base pay policy line 
m Number of pay structures 


= Number of pay grades or bands 
# Ranges 
@ Spreads 
@ Midpoint-to-midpoint differentials 
@ Overlap 


Pay Structure Design 


Three interrelated components are important pay structure design considerations. 
Each of them is explored in greater detail on the following pages. 


m Base pay policy line 
= Number of pay structures 


= Number of pay grades or bands 
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PAY STRUCTURE DESIGN 


Components of a Base Pay Structure 


Base Pay 
Policy Line 


Job Value 


Components of a Base Pay Structure 


This graphic illustrates the components of a base pay structure as outlined on the 
previous page. 


a — range minimum 
b — range maximum 
e — midpoint f 
y at) 
a-b — range spread or depth own OAK por) qmst (aM « 
wton Cor ar oss ras 1 o* cs, 
d-c — range overlap a0 AS 


e-f, f-g — midpoint-to-midpoint differential 


e-f-g —base pay policy line 
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PAY STRUCTURE DESIGN 


Developing a 
Base Pay Policy Line 


m Plot internal value against current 
salaries 


= Plot internal value against market data 
= Compute the trend line(s) 


m Reconcile with compensation strategy 


Developing a Base Pay Policy Line 


One of the first steps in designing a pay structure is the development of a base pay policy 
line. This is done by combining internal and external values as follows: 


= Plot internal value against current salaries 
= Plot internal value against market data 


= Compute the trend line(s) using regression analysis: 
# Regress internal value with current salaries 
@ Regress internal value with market data 


= Reconcile with compensation strategy — reconcile the base pay policy line with the 
compensation strategy 


These steps are depicted on the following pages. 
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PAY STRUCTURE DESIGN 


Example (Sample Data) — 
Developing a Base Pay Policy Line 


XYZ Corporation 


Benchmark Job Internal Value CurrentPay Market Wage 
Receptionist 140 21,900 23,000 
Admin. Asst. 194 30,400 27,300 
Staff Accountant Zit 34,100 34,900 
HR Generalist 281 44,100 49,000 
Payroll Supervisor 310 48,700 43,000 
Marketing Mgr. 432 67,900 62,100 
Employment Mor. 480 75,300 73,200 
Dir. Of Operations 627 98,400 102,700 
Dir. of Finance 925 145,200 138,000 
Sr. VP of Sales 980 153,800 152,000 


Example (Sample Data) — Developing a Base Pay Policy Line 


In the example above, the development of a base pay policy line will be illustrated, 
using single linear regression. Linear regression is the statistical technique of fitting a 
straight line to a set of (x,y) data, using the method of least squares. Linear regression 
assumes that the basic relationship between the two variables is linear in nature. 


In the chart above, the data points used for this calculation are listed. 


Benchmark job: Job that is commonly found and defined within the industry 


Internal value: Point-factor-based job points for each position 
Current pay: Current base pay of the incumbent in the benchmark position 
Market wage: The mean pay (for this example) for this position based on salary 


survey market data 
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PAY STRUCTURE DESIGN 


Compute the Trend Lines 


Wage Survey Trend Line 


Monetary Value 


© = Average company rate for job 
& = Average market rate for job 


Relative Job Value 


Compute the Trend Lines 


This diagram shows the results of plotting/graphing internal value versus market data 
to create the “wage survey trend line” and internal value versus current pay to create 
the “current company trend line.” It also shows that the current company trend line 

is paying less than market. Based upon your organization’s philosophy this could be 

an acceptable practice. 


In order to develop your organization’s base pay policy line, additional analysis 
is needed. 


m Reconcile base pay policy line with compensation strategy 


The company must use the factual data to develop its base pay policy line. Ina 
traditional salary structure, the range midpoints fall on the base pay policy line. 
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PAY STRUCTURE DESIGN 


Determining How Many Pay Structures 
eee Qyrta 
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Determining How Many Pay Structures 


Once the pay structure design considerations have been addressed, determine how 
many different pay structures are necessary for the organization. This involves 
an examination of the following: 
= Diversity of jobs 
@ Vary by functional area (nursing, engineering, maintenance) 
@ Vary by job level (clerical, supervisory, executive) 


= Diversity in grading procedures 
@ Union negotiated production jobs may be in an automatic step-rate structure. 
@ Hourly office jobs may be evaluated using a point factor plan. 
# Management jobs may be evaluated using a market-driven approach. 


= Internal equity versus external competitiveness 


¢ In order to balance internal equity against external competitiveness, separate 
structures may be developed to address external competitiveness issues 
(e.g., nursing, IT, hot skills jobs). 


= Culture — The culture of the organization may affect the number of pay structures 
that are required. 
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PAY STRUCTURE DESIGN 


Example — Pay Structures 
and Diversity of Jobs 


Job Value 


Example — Pay Structures and Diversity of Jobs 


The diagram above shows examples of three different pay structures and how they 
relate to each other. 


The clerical, technical and operational structure is relatively flat to correspond to the 
learning curve needed for those kind of positions. 


The slant of the professional/management structure is more accelerated than the 
clerical, technical and operational structure due to the responsibilities of the positions. 
In addition, the minimum of the professional/management structure can begin at the 
midpoint of the clerical, technical and operational structure to illustrate overlap and 
possibly a progression from within strategy. 


The executive structure slant has the highest level of acceleration due to the challenges 
and responsibilities of the positions as well as the market value. In this case, the 
minimum of this structure is approximately at the midpoint of the professional/ 
management structure to illustrate overlap and possibly a progression from within 
strategy. 
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PAY STRUCTURE DESIGN 


Determining the 
Number of Pay Grades 


@ Skill or responsibility distinctions 
m Supervisor/ subordinate relationships 
m Career progression 


m@ Administrative considerations 


ee 


Determining the Number of Pay Grades 


Jobs are assigned to grades in a traditional salary structure based on internal value 
and/or market value. The determination of the appropriate number of pay grades for 
the organization’s pay structure can be accomplished by evaluating the following: 


# Skill or responsibility distinctions 
@ How many skill and/or responsibility distinctions are evident in the organization 
(per job evaluation plan and internal value)? 
= Supervisor/subordinate relationships 
@ How many levels of supervision? 
# How many grades between supervisor and subordinate at each level? 


m= Career progression 


@ How does the organization view an employee’s career advancement? ie 
i 5 | f okay fiat Soto Can ix pores 2A ad 
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= Administrative considerations '. 
@ Generally more grades = more administration. 
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PAY STRUCTURE DESIGN 


— 


Pay Range 


m Pay range Max 
@ Maximum 
@ Midpoint — Mid 
@ Minimum 
Min 


Pay Range 
Pay ranges are established to offer competitive ranges of pay for job groupings. 


m Pay range has a maximum pay value, a midpoint or central value, and a minimum 
pay value. 


# Generally each job has a maximum pay level, both in the external market and 
internally. This is why it is critical to observe market fluctuations and market pricing. 
For example, when an employee is at the maximum of a pay range, it typically 
means that the employee will no longer be eligible for pay increases unless the 
range is adjusted or the employee obtains new skills or gets promoted. 


@ The midpoint or middle-pay value for the range usually represents the competitive 
market value for a job or group of jobs. It is established as an estimate of the going 
market rate, and typically is referred to as the pay policy line, the level at which the 
organization chooses to set its pay against the external market. 


@ Generally each job has a minimum pay level. The minimum pay level is the wage 
that has been determined to be the lowest wage the market (internal structure) will 
bear for this position. It is important to stay cognizant of the minimum of the range 
and any employees that might be close. 


5 
) 
are | . fle [@%~re. 
Ly 5 rS PAI Mer Ww \ 
Witt yy { J 


GR4 @ 2.18 


© WorldatWork. All rights reserved. 


PAY STRUCTURE DESIGN 


Range Spread 


Maximum 90,000 
+20%* 
50% 
Midpoint 75,000 range 
spread 
Minimum 60,000 


*+ 20% of the range midpoint 


Range Spread 


A range spread is the width of a pay range from minimum to maximum. Care should be 
taken when deciding range spread. Assuming a constant midpoint, changing the range 
spread changes the minimum and maximum of the pay range. Below is an example of 
range spreads based upon organizational level: 


Key Range Spread 
Service, production and maintenance: 20% to 30% 


Clerical, technical and administrative: 30% to 40% 


Professional and supervisory: 40% to 50% 
Managerial and executive: 50% or more under certain circumstances 
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PAY STRUCTURE DESIGN — PAY RANGE 


Range Spread — 
Calculated Two Ways 


m Spread from minimum to maximum 


Maximum — Minimum 


=R 
PRI ange spread 


90,000 -60,000 = 5p or 50% 
60,000 


m Spread around the midpoints 


Maximum — Midpoint _ Range spread 
Midpoint above midpoint 

Minimum — Midpoint _ Range spread 
Midpoint ~ below midpoint 


Range Spread — Calculated Two Ways 


There are two ways to calculate range spreads. 


m@ In the first calculation, the range spread is calculated as the “spread from minimum 
to maximum.” 


m™ Inthe second calculation, the range spread is calculated as the “spread around 
the midpoints.” 
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PAY STRUCTURE DESIGN 


Midpoint-to-Midpoint 
Differential Considerations 


m@ Level of refinement of job 
evaluation method 


m= Market competitiveness 
= Cost of promotions 


m= Midpoint-to-midpoint 
differential guidelines 


Midpoint-to-Midpoint Differential Considerations 


A midpoint-to-midpoint differential is the difference in wage rates paid in the midpoints 
of two adjacent grades. 


= Level of refinement of job evaluation method 


If the job evaluation approach doesn’t discriminate finely between levels, 
the result will be fewer grades. 


= Market competitiveness (market rates of lowest job in structure to highest) 
# Midpoints should align with established base pay policy line. 
= Cost of promotions 
@ The percent difference between midpoints should be aligned with the 
organization’s promotion policy; for example, a promotion policy that limits 
increases to 8%, but has a midpoint differential of 15%, may cause some 
employee salaries to fall below the new grade minimum when promoted. 
= Midpoint-to-midpoint differential guidelines 
# 5% to 12% between grades for clericals/production 
# 8% to 15% between grades for paraprofessional, professional management 
@ 15% to 25% total midpoint differential between supervisor and subordinates 
# 20% to 35% midpoint differential between grades for executive levels 
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PAY STRUCTURE DESIGN 


Midpoint-to-Midpoint Differentials 


Relative Job Value 


Midpoint-to-Midpoint Differentials 
Midpoint-to-midpoint differentials are calculated for adjacent grades. 
The formula is: 

Midpoint of higher grade — Midpoint of lower grade 


Midpoint of lower grade 


Example: (min) (mid) (max) 
Grade 1 25,000 27,500 30,000 


Grade2 = 25,700 28,900 32,100 
— 27,500 
SLlehesimdicl chs = 0.05 or 5% 
27,500 
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PAY STRUCTURE DESIGN 


Range Overlap 


No 
Overlap 


orally exechher 
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Moderate 
Overlap 


Substantial 
Overlap 


-Range Overlap 


Range overlap allows for movement throughout a pay structure (grades and ranges) 
due to performance, promotion, demotion, reclassification, market adjustments, etc. 


a What does it tell us? 


@ Typically, range overlap will be very specific to both organizational philosophy and 
the job evaluation system. In a point factor system, large range overlaps are more 
common. For market-based approaches, the range overlap will not be as large; 
this will allow for fluid range movement. Usually, organizations have very small 
range overlaps for executive level ranges, due to uniqueness of jobs. However, 
an organization still might have some overlap due to succession planning. 


Range overlap is also important for the issue 


of internal promotion. Problems may occur 
if too much overlap is evident within the structure. 
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PAY STRUCTURE DESIGN 


Pay Structure Example 


85,000 
80,000 
75,000 
70,000 
65,000 
60,000 
55,000 
50,000 
45,000 
40,000 
35,000 
30,000 
25,000 
20,000 + 


Pay 


Pay Structure Example mde! 


This is an example of an abbreviated pay structure. AV 


41,700 54,300 
37,100 47,300 


The graph above is not an actual pay structure. It is used for illustrative purposes only. 
The midpoint-to-midpoint differentials have been rounded. 
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Broadbands 


— 12 Grades 
"--7-Four “Broadbands” 


nL 


Job Value 


Broadbands 


Broadbanding results in a pay structure that consolidates a large number of pay grades and 
salary ranges into much fewer broadbands with relatively wide salary ranges, typically with 
100 percent differences between minimum and maximum or more. 


Broadbands provide bands rather than traditional salary grades and ranges. There are 
fewer bands than would be used in a traditional compensation program and the bands 
(or range spread) are considerably wider (100% to 300%). 


The example above is one of many approaches to developing broadbands. This example 
demonstrates the expansive nature of broadbands: they include both broader pay ranges 
and broader groupings of jobs based on job value. 
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BROADBANDS 


Reasons to Adopt Broadbands 


m Improve competitive advantage 

m Support a new culture/climate 

m Support flatter organizational structure 
m Promote broader view of work 


m Increase flexibility of pay practices 


Reasons to Adopt Broadbands 


= Improve competitive advantage 
@ By reducing the hierarchical nature of a traditional salary structure, broadbands can 
provide more flexibility to large organizations, allowing them to be quicker and more 
. responsive to market needs. 
= Support a new culture/climate 
@ With the broader definition of a band, employees focus less on the concept of their 
grade and level within the organization. 
= Support flatter organizational structure 
@ Bands are often used to mirror the number of reporting levels within the 
organization. 
= Promote broader view of work 
# Less emphasis is placed on promotions in the traditional sense. 
More importance on growing by taking on more or different responsibilities, training 
for new skills and improving competencies 
= Increase flexibility of pay practices 
# Can be used to recognize and reward competencies 
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BROADBANDS 


Disadvantages of Broadbands 


@ Lack of structure 


m Just old salary ranges 
repositioned within new bands 


m Need for higher level of 
compensation expertise 


m™ Salary increases may be 
less structured 


Disadvantages of Broadbands 


Lack of structure — The lack of structure inherent to broadbands can create confusion 
and chaos. 


Just old salary ranges repositioned within new bands — Many organizations find that 
utilizing broadbands has created the need to further define market ranges within the 
bands, leading some to suggest that the market ranges are really just old salary ranges 
and grades repositioned within new bands. 


Need for higher level of compensation expertise — For broadbands to be effective, 
market rates must be determined for jobs within the band, and those values interpreted 
by HR professionals using the bands. 


Salary increases may be less structured — requires a higher level of expertise in 
managers allocating increases for competency, skill development and performance 
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Summary 


m™ Base pay structures 
# Considerations 
# Design 
# Broadbands 


ee 


Summary 


Base pay structures are administrative tools designed to provide pay levels and pay 
opportunities that are internally fair and externally competitive — all in support of an 
organization’s compensation strategy. 


m= Base pay structures 
# Considerations — strategic issues, competitive practices, value added 


@ Design — base pay policy line, number of structures, number of grades, ranges, 
spreads, overlap, midpoint-to-midpoint differentials 


@ Broadbands - larger than typical range spreads (100% to 300%); consolidates a 
large number of pay grades and salary ranges into much fewer broadbands 
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Module Quiz 


—o 
W 


1. What best describes an objective of a base pay structure? 
A. To assist in developing a job worth hierarchy 
B. To help to achieve organizational objectives 
C. To determine job location in a broadband structure 
D. To aid in the preparation of job descriptions 


2. Which of the following is an accurate statement regarding the job content approach to 
pay structure development? , 9. 


A. After the point system is established, the continuum approach or pay structure 
approach can be used to develop the pay structure. 


B. External market pricing or competitiveness takes priority over job equity. 
C. The market pricing and slotting is highly responsive to market changes. 
D. With this particular method, no job evaluation points are assigned. 


3. When developing a base pay policy line, it is most important to reconcile it with which 
of the following? 


A. The consumer price index (CPI) 

B. The rate of inflation 

C. The compensation strategy 

D. The base pay policy lines of local competitors 


4. What is a key component for determining the number of pay grades for a given 
organization? 


A. The number of responsibility distinctions evident in the organization 
B. The number of hourly employees in the organization 


C. The education level of the supervisors/managers in the organization 


5. Which of the following is a reason to adopt broadbanding? 
A. To support a highly centralized culture 
B. To support a flatter organizational structure 


C. To emphasize the importance of being promoted to the next level within a 
job hierarchy 


D. To increase number of ranges within the organization 
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Module 3 
Practical Applications of Base Pay Structure Design 


Introduction 


The previous modules provided the theory and principles of designing a base pay structure. 
The purpose of this module is to provide practice developing a base pay structure using 
three different approaches: market-based, point factor and integrated. 


Objectives 


By the conclusion of this module, you will be able to accomplish the following: 
1. Develop a base pay structure using the market pricing approach. 
2. Develop a base pay structure using the point factor approach. 


3. Integrate market data into the point factor approach. 
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Introduction 


m= Market-pricing approach 


m= Point factor approach 


Introduction 


Throughout this practice module you will apply what you have learned in previous modules 
to design a base pay structure using the following approaches: 
= Market-pricing approach 
@ Use of market (external) data as a priority to establish pay grades and ranges. 
Aligns pay structure closer to the external market. 
= Point factor approach 


@ Use of the job content evaluation (internal) as a priority to establish pay grades and 
ranges. Aligns pay structure to value internal hierarchy and culture. 


Utilizes market data to incorporate external data into the internal job worth 
hierarchy. Allows the organization to align pay structures to external market 
components while still valuing the internal hierarchy. 


Note: Although there is not a quiz for this module, participants will be responsible for the content on the exam. 
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Exercise 1 — Market-Pricing Approach 


Purpose 


In the following exercise, you will develop job grades, pay ranges, and assign jobs to the 
new structure based on the market pricing and slotting approach. 


Background information 


ABC Corporation has completed a competitive market analysis of benchmark jobs. 

The HR Department wishes to develop a recommended pay structure. Confidence in 
competitive market data is high. Since ABC uses a market pricing approach, the grouping 
of jobs into grades will be based primarily on market rates. 
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EXERCISE 1 


Market-Pricing Approach 


sacra 


ae 
Four steps to market pricing 


Step 1: Complete a competitive market 
pricing analysis 


Step 2: Develop a pay structure 


Step 3: Assign benchmark jobs to the 
pay structure 


Step 4: Assign nonbenchmark jobs to 
the pay structure 


Market-Pricing Approach 


In the market-driven approach, external market competitiveness takes priority over 
internal equity. 


Four steps to market pricing 


Step 1: Complete a competitive market pricing analysis of benchmark jobs, and create 
a market-based job worth hierarchy. 


Step 2: Develop a pay structure that covers lowest to highest market rates from 
Step 1, plus an additional grade or two at the top and bottom. 


Step 3: Assign benchmark jobs to the pay structure based on the relationship of 
market rate to midpoint, review benchmarks and modify based on internal equity. 
Some jobs may be placed at different levels based on internal preferences, if the 
company does not agree with the market rate. 


Step 4: Assign nonbenchmark jobs to the pay structure. 
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EXERCISE 1 


Step 1: Complete 
Market Pricing Analysis 


exercise 1 


Competitive 
Benchmark Jobs Market Rate 
Computer Operator 27,500 / 


Competitive 
Market Rate 


Benchmark Jobs 


Administrative Assistant 


Bookkeeper 30,600 2 | Secretary 26,700 2 
Senior Drafter 47,600 § Customer Service 
Supervisor 45,200 /35 
Senior Computer Customer Service 
Operator 39,000 ¥ Manager 60,600 ‘© 
Executive Secretary 34,100 S| Groundskeeper 21,400 /S 
Computer Operator II 33,100 G | Maintenance Painter 27,300 ‘GC 
Offset Press Operator II 34,500 (7 | Clerk Typist 24,100 /7 
Senior Secretary 30,200 8 Offset Press Operator | 28,000 «¢ 
Drafter 39,000 3 Maintenance Plumber 33,300 ‘9 
Mail Clerk 22,000 


Customer Service 
Representative 29,800 (9 


Step 1: Complete Market Pricing Analysis 


The challenge in market pricing analysis is in making sound decisions about the data that 
needs to be extracted from a particular source and then to interpret the data appropriately 


when comparing it to other sources. 


Survey data analysis is not a science, it’s more of an art. The key to successfully 
interpreting data is to understand how statistics are computed in any given survey and 
blend that information into the organization's compensation philosophy. 


For the purposes of this exercise, hypothetical survey data are provided above. 
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EXERCISE 1 


Step 2: Develop a 
Pay Structure 


[sero 


exercise 1 


Instructions 
m Use all market rates from Step 1. 


m™ Develop range midpoints to cover the entire 
hierarchy. 


m Use appropriate range spreads. 


Additionally, please use the worksheet of formulas 
provided on the following page and any information 
covered in the preceding module. 


Step 2: Develop a Pay Structure 


Midpoint 
Grade Minimum Midpoint Maximum Differential 
12 49,679 51615 69,550 15% 
a 43,199 $1834 60,478 15% 
10 $7565 45078 92:54 15% 
9 33,360 39,198 45,036 - 2% 
8 24 189 34,998 Gove@lO 12% 
7 cae 31,248 35,901 b% 
6 25,160 28,934 32,708 8% 
- 23247 2674 | Zo2B6 5%) 
4 22,186 25,515 268U4 2 e% 
3 21,100 24,300 27,500 
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Range 
Spread 


CO % 
40% 
40% 


EXERCISE 1 


Step 2: Worksheet Formulas 


. Midpoint 
Minimum = = ROIS == or 
1 + %% range spread 


Maximum = Minimum ~ (1 + range spread) 
Midpoint = Maximum + Minimum 


Zz 


Maximum — Minimum 
Range spread = ———_ 
Minimum 


Midpoint differential = 


Maximum 


1 + range spread 


Midpoint of higher grade — Midpoint of lower grade 


Midpoint of lower grade 


GR4 w 3.8 


© WorldatWork. All rights reserved. 


EXERCISE 1 


exercise 1 


Step 3: Assign Benchmark Jobs 
to Pay Structure 


Instructions 


m Assign each benchmark job to the grade 
with a midpoint closest to the market rate 


m Review market-driven job groupings for 
appropriateness 


= Modify grade assignment based on 
internal equity: 
@ Reporting relationships 
@ Whole-job “value” 
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EXERCISE 1 


Step 3: Assign Benchmark Jobs to 


Pay Structure ...cont'd 
Competitive 
Grade Minimum Midpoint Maximum Market Rate Benchmark Jobs 
9. Cugy. Se pas 
12 49,679 59,615 69,550 60660 y. SCVVin io 
41 43,199 51,839 60,478 (1600 Stuor_ Ai 
Spe ie ane an ee a . D1 SOs 
10 37,565 45,078 52,591 4S WD Ciclo Suvig Sapuis? 
9 33,360 39,198 45,036 34000 OR 
a 414000 Say Crap aaa ar 
8 29,786 34,998 40,210 su 700 CS Pe | 
I, 3y S00 offset Press op IL 
; IG (YY Errc. SC | 
ei $3 300 aii al 
| : 2? an 
7 26,593 31,248 35,901 30600 BOUL boo pay 
, 30200 Sewer JOC 
e 24 G00 Cusk- YY . Pep 
\ aa) 
6 25,160 28,934 32,708 28000 Gi Fgct Prose Of | 
[a 
ie = 7 SD U Cyn 6) OP 
1D 27 odd taint UTat ? BEEN 
23,297 26,791 30,286 26 700 Se cyrehu 
es 
4 22,186 25,515 28,841 
fy > ley | 7, /\ Fr 
3 21,100 24,300 27,500 44100 Clee ly pis| 
1S 2Vod O Mal cba 
17 =. ee 
20 ee! GA WAGE BY J 
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EXERCISE 1 


Step 4: Assign Nonbenchmark 
Jobs to Benchmark Pay Structure 


ee 


exercise 1 


Instructions 


1. Review the nonbenchmark jobs to ensure you 
understand the job content of each. 


2. Assign nonbenchmark jobs based on: 


@ Whole-job “value” in relation to benchmark 
@ Reporting relationships 
3. How would you assign the following 


nonbenchmark jobs to the pay structure just 
developed? 


Step 4: Assign Nonbenchmark Jobs to Benchmark Pay Structure 
m= Senior Customer Service Representative “<tO “7 © 4 PAZ (O 


@ Receives and processes complex customer orders, inquiries and/or complaints 
covering items or products ordered. The job requires analysis and judgment 
relative to which item or product will satisfy customers’ needs. Requires 
substantial knowledge of products, product availability and sales territories in the 
performance of job duties. 

= Senior Mail Clerk SZ qrde = secret) (5 ) 

@ Receives and sorts (by location, floor, department, building, etc.) incoming mail. 
Routes mail to departments and individuals. Processes and dispatches outgoing 
mail. Answers questions and assists less experienced staff. Operates postal 
machines. Processes express/overnight delivery, registered and special delivery 
service requests and maintains appropriate receipts. Requisitions mailroom 
supplies. Picks up and delivers mail or other internal communications in assigned 
locations. 


qo? 
= Maintenance Assistant 5 Cake K< 6 


@ Assists skilled workers in one or more trades by performing specific duties. Works 
in accordance with specific instructions. Duties are repetitive and involve physical 
effort such as lifting and moving objects and materials, bending pipe, pulling wire 
and cleaning up work areas. Uses hand tools, portable power tools or trade tools. 
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Point Factor Approach 
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Discussion Exercise 2 — Point Factor Approach 


Purpose 


The following will be an open discussion exercise on how to develop job grades, pay 
ranges, and assign jobs to the new structure based on the point-factor job evaluation 


approach. 
Background information 


ABC Corporation has completed a point factor nonexecutive job evaluation analysis. 
The HR Department wishes to develop a recommended pay structure. 
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EXERCISE 2 


Steps for Establishing 
: Job Grades Using the 
sense?) Point Factor Evaluation Approach 


1. Review overall job evaluation point differentials 
by job family. 


2. Rank order from high to low. 
3. Look for logical groupings of jobs. 


4. Develop point bands 
(absolute or percent-based). 


5. Check intrafamily and supervisor/ subordinate 
relationships. 


tke 


Steps for Establishing Job Grades Using the Point Factor Evaluation Approach 


Internal equity is a priority if using a point factor job evaluation approach to develop 
pay structures. 


Five steps to point factor 


Step 1: 
Step 2: 
Step 3: 
Step 4: 
Step 5: 


Review overall job evaluation point differentials by job family. 
Rank order from high to low. 

Look for logical groupings of jobs. 

Develop point bands (absolute or percent-based). 


Check intrafamily and supervisor/subordinate relationships. 
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EXERCISE 2 


Job Evaluation Results 


exercise 2 


Clerk Typist Groundskeeper 
Maintenance Painter 168 


Maintenance Plumber 


Secretary 174 
Senior Secretary 192 
Executive Secretary 214 
Administrative Assistant 


Offset Press Operator | 178 
Offset Press Operator II 220 


Drafter 
Senior Drafter 


Computer Operator 
Computer Operator II 200 
Senior Computer Operator 248 


Customer Service 


Mail Clerk Representative 190 
Customer Service 
Bookkeeper Supervisor 288 


Customer Service Manager 


Job Evaluation Results 
Step 1 


Look at job evaluation point differentials between jobs in the same family. 


m Are they reasonable from job to job? 
(See Executive Secretary to Administrative Assistant.) 


= Note jobs that must preserve level distinctions within a family. 


= Note jobs that have a supervisor/subordinate relationship. 


For information on determining points in a point factor job evaluation system, see WorldatWork Course 
GR3: Job Analysis, Documentation and Evaluation. For the purposes of this exercise, the points are given. 
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EXERCISE 2 


| ane ce 


exercise 2 


=x 


Ranking of 


Job Evaluation Results 


= 


2. 
3. 
4. 
5. 
6. 
if 
8. 
9. 
0. 


Customer Service Mgr. 


Senior Drafter 


Customer Service Supv. 


Drafter 

Sr. Computer Operator 
Offset Press Operator II 
Administrative Assistant 
Executive Secretary 
Maintenance Plumber 


Computer Operator II 


Bookkeeper 

Senior Secretary 
Computer Operator 
Customer Service Rep. 
Offset Press Operator | 
Secretary 
Maintenance Painter 
Clerk Typist 
Groundskeeper 


Mail Clerk 


— 


Ranking of Job Evaluation Results 


Step 2: Rank order in descending (or ascending) sequence (already completed). 
Step 3: Look for logical groupings of jobs based on point value; look for point breaks. 
Using a pencil, insert arrows indicating groups. 
@ How many levels appear to be present? 
Step 4: Develop preliminary grouping of points incorporating systematic range 


spreads. Now develop initial point bands for the grades you have identified 
above. 


= What are the minimum and maximum point-band numbers for the 
grades? 


@ What was the basis or rationale for the grade bands? 
— Logical groupings 


— Organizational considerations 
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EXERCISE 2 


exercise 2 


9 333 and up 


L _ 
8 296 to 332 Senior Drafter 303 
7 


264 to 295 Customer Service Supervisor 288 
Drafter 264 


5 209 to 234 Offset Press Operator Il 
Administrative Assistant 
Executive Secretary 
Maintenance Plumber 
186 to 208 Computer Operator II 
Bookkeeper 
Senior Secretary 
Computer Operator 
Customer Service Representative 
165 to 185 Offset Press Operator 1 
Secretary 
Maintenance Painter 
2 146 to 164 Clerk Typist 162 


1 up to 145 Groundskeeper 142 
Mail Clerk 140 


Job Grade Assignments 


Step 5: Check supervisor/subordinate relationships by grade as shown above. 


Issue — Drafter (264 points) and Senior Drafter (303 points) are only one grade apart. 
Is this ok? 


Issue — Administrative Assistant (218 points) and Executive Secretary (214 points) 
are in the same grade. Is this part of the promotional ladder? 


Issue — Computer Operator II (200 points) and Computer Operator (190 points) are in 
the same grade. 


Issue — Can an organization exist with relative internal value relationships? 
How do you resolve relationships that “will not work”? 
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- Discussion © 
Exercise 3 _~ 


Integrating Market Data 
into Point Factor 
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Discussion Exercise 3 — Integrating Market Data into Point Factor 


Integrating market data into point factor is a combination of job evaluation-based grades 
and market rates. When establishing pay ranges and grades, the grades are typically 
based on the job evaluation with the ranges being established by the market. After the 
grades and ranges are designed, any inconsistencies between internal equity and market 
competitiveness should be resolved. 


In this open discussion exercise you will discuss the process ABC Corporation will go 
through to add the market component. 


GR4 @ 3.17 


© WorldatWork. All rights reserved. 


EXERCISE 3 


exercise 3 


Steps for Developing Pay Ranges 
When Integrating Market Data 


=—_ 


Incorporate market data. 


N 


Review market inconsistencies and reassign 
jobs; compute raw averages and percent 
differences by grade. 


3. Smooth out grade averages. 


Review differences between midpoints and 
market data. 


5. Resolve inconsistencies between internal and 
external competitiveness. 


6. Develop pay ranges around the proposed 
midpoints. 


Steps for Developing Pay Ranges When Integrating Market Data 


Six steps to an integrated approach 


Step 1: 
Step 2: 


Step 3: 
Step 4: 
Step 5: 
Step 6: 


Incorporate market data. 


Review market inconsistencies and reassign jobs; 
compute raw averages and percent differences by grade. 


Smooth out grade averages. 
Review differences between midpoints and market data. 
Resolve inconsistencies between internal and external competitiveness. 


Develop pay ranges around the proposed midpoints. 
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EXERCISE 3 


exercise 3 


Customer Service Manager 
Senior Drafter 47, 600 


Customer Service Supervisor 45,200 
Drafter 39,000 


Senior Computer Operator 39,000 


Offset Press Operator II 

Administrative Assistant 

Executive Secretary 

Maintenance Plumber 

Computer Operator II 

Bookkeeper 

Senior Secretary 

Customer Service Representative 

Computer Operator 

Offset Press Operator 1 

Secretary 

Maintenance Painter 

Clerk Typist 24,100 
Groundskeeper 22,000 
Mail Clerk 21,400 


Market Data by Grade 
Following the creation of job grades, we need to examine market data by grade. 
Step 1: Incorporate market data. 
List current competitive market data for each job by grade. 
Sold bn lo- (SE PH - 
ba beh r_ unt 7 ™ cA pita b laa ( 
tga fy) Abts ens bey 


pik AFS 
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EXERCISE 3 


Review Market Inconsistencies 
and Reassign Jobs 


exercise 3 


Market Data Percent 


Grade Raw Averages Difference 

9 60,600 

27.3% 
8 47,600 

13.1% 
7 42,100 

15.9% 
6 39,000 

14.2% 
5 34,150 

12.9% 
4 30,240 

10.6% 
3 27,333 

13.7% 
2 24,100 

11.1% 


21,700 


Review Market Inconsistencies and Reassign Jobs 


Step 2: | Review market inconsistencies and consider reassigning jobs to grades 
based on market data. 


If there are no changes, compute raw averages by grade and review overall 
relationships (you may wish to use linear regression). “Market data raw 
averages” will become midpoints, and “percent difference” will become 
midpoint differential. 


Compute raw averages and percent differences by grade. 
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EXERCISE 3 


Smooth Out Grade Averages 

ae Smoothed Average Raw Average 
of Proposed Midpoint Market Data 
Grade Midpoints (rounded) Differential (from Step 2) 

8 48,192 12% 47,600 

7 43,029 12% 42,100 

6 38,419 12% 39,000 

5 34,302 12% 34,150 

4 30,627 12% 30,240 

3 27,345 12% 21,333 

2 24,416 12% 24,100 

1 21,800 21,700 


Smooth Out Grade Averages 
Step 3: Smooth out grade averages using constant percent. 


Decide where the most payroll amounts are at stake or where it is most 
necessary to be competitive. Attempt to anchor the structure at that level 
or levels. Then experiment with different midpoint-to-midpoint percent 
increments to see which produces the best overall fit. The results of using 
a 12 percent midpoint differential is shown above. 
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EXERCISE 3 


; Proposed Midpoint vs. 
eerise3| Market Average 


Customer Service 53,975 60,600 
Manager 


Drafter 43,029 42,100 


Computer 30,627 30,240 
Operator II 


* Rounded to nearest percent 


Z | 


Proposed Midpoint vs. Market Average 


Step 4: Look at the large differences between the proposed grade midpoints and 
the individual job market average. In some cases, this difference could be 
very large, or very small. Determine how important internal values are, as 
compared to external values. 


Step 5: Resolve inconsistencies between internal and external competitiveness. 
— Upgrade jobs 
— Change grade breaks (insert a grade 10) 


— “Overpay” or “underpay” jobs relative to market because of strong 
conviction about relative internal value 


— Take jobs “out of the system’ if no other option exists 
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EXERCISE 3 


Develop Pay Ranges 


exercise 3 Around M id points aid hh oo e by naX 
; vu " 
yea BR Full Range 


Range Proposed Range Range Spread Spread 
Grade Minimum Midpoint Maximum (+Percentage) (Rounded) 


9 44,799 53,975 63,150 17% 41% 
8 40,481 48,192 55,902 16% 38% 
7 36,727 43,029 49,483 15% 35% 
6 33,040 38,419 43,797 14% 33% 
5 29,842 34,302 38,761 13% 30% 
4 26,951 30,627 34,302 12% 27% 
3 24,337 27,345 30,352 11% 25% 
2 21,974 24,416 26,857 10% 22% 
1 19,838 21,800 23,762 9% 20% 


Develop Pay Ranges Around Midpoints 


Step 6: Develop pay ranges around the proposed midpoints. Remember this 
structure has a 12 percent midpoint differential. 


Salary structure development facilitated by spreadsheet software (e.g., Microsoft Excel) 
allows for easy iteration of several salary structure examples. 
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| Can You? 


m Develop a base pay structure using 
the market pricing approach. 


m Develop a base pay structure using 
the point factor approach. 


@ Integrate market data into the 
point factor approach. 
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Base Pay 
Implementation 
and Delivery 
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Module 4 
Base Pay Implementation and Delivery 


Introduction 


In the previous modules we have considered how pay structures or broadbands are 
developed in line with compensation strategy and to support an organization’s business 
strategy. Module 4 examines how individual pay rates are determined as well as the 
rationale for delivering future pay increases to employees. 


The selection of a pay method is a cultural, strategic and resource allocation issue. Each 
method has advantages and disadvantages that are directly related to how the work is 
completed, how the organization or unit is organized, the culture and management style, 
and what management wants to reward. Since pay can reward seniority or time in position, 
behavior, knowledge and skill, competencies and/or results, the objective is to select the 
approach that best rewards those characteristics that support the organization’s objectives 
and its culture. 


Objectives 


By the conclusion of this module, you will be able to accomplish the following: 
1. Identify pay approaches an organization can use to deliver base pay. 


2. Identify characteristics of job-based pay, including single-rate pay and 
step-rate pay. 


3. Identify characteristics of person-based pay, including skill-based pay and 
competency-based pay. 


4. |dentify and describe four types of differentials. 


5. Identify and describe various pay actions that can either increase or decrease an 
employee's pay. 


6. Describe various strategies for communicating pay actions. 
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Pay Approaches 


m Job-based pay 


¢ Based on nature and level of defined job 


m Person-based pay 


@ Based on skills or knowledge 


Pay Approaches 

A pay approach is the method an organization’s compensation program uses to deliver 
base pay. The following two methods are most common: 

m Job-based pay 


¢ Based on nature and level of defined job — Job-based pay programs base an 
employee’s pay on the nature and level of a rigidly defined job. Job-based pay 
typically does not recognize employee skills or knowledge for grade assignment. 


@ Examples 
a Single rate 
= Step rate (automatic, variable, merit) 
m Person-based pay 
¢ Based on skills or knowledge — Person-based pay programs base an 
employee's pay on that individual's skills or knowledge rather than on the nature of 
a rigidly defined job. 
@ Examples 
a Skill-based 
= Competency-based 
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Job-Based Pay — Single-Rate Pay 


m Features 
@ Fixed pay rate 
@ May be a training rate 
# Changed based on market 


= Best applications 


m™ Considerations 


Job-Based Pay — Single-Rate Pay 


A single rate of pay is one of the easiest approaches to pay delivery. Essentially, each job 
has a fixed or flat rate of pay. No differences in pay are made for employee skill, 
knowledge, performance or time in the job. 


m= Features 
@ Fixed pay rate — Each job has a fixed pay rate (one rate for all). 
@ May be a training rate 


¢ Changed based on market — The rate is changed in response to the market or 
collective bargaining. 


= Best applications 
@ Routine jobs/short learning time 
@ Jobs with limited performance variability 
# Collective bargaining environments (unionized jobs) 
@ Sales jobs where commission is significant 
@ Summer intern/temporary jobs 
= Considerations 
@ May not reflect skill level on job 
# Does not consider individual performance 


# Does not consider seniority 
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JOB-BASED PAY 


Single-Rate Example 


30/ hour 


10/hour 


Laborer Machine Mechanic 
Operator 


Single-Rate Example 


This example shows the single rate of pay per hour for each job. All employees in the 
machine operator job are paid 23.00 per hour. No variations for individual skill, performance 
or seniority are allowed in this approach. 
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JOB-BASED PAY 


Step Rate — Automatic 


Example 


Minimum 


Step Rate — Automatic — Example 


= Features 
¢ Typically five to seven steps, three to five percentage points apart 
@ Prescribed time schedule 
@ Structure updated to maintain competitive position 


= Best applications 


@ With routine jobs where limited performance variability is possible and performance 
is not measured 


When the desire to acknowledge seniority exists 
In an organization culture where desire for stability and security is high 


oe--e 


Collective bargaining agreements 
@ Public sector 
= Potential disadvantages 
¢ Cannot acknowledge different rates of progress of skill attainment 
# Cannot differentiate based on performance 
@ Can be discouraging to employees seeking pay awards 
Utilizes pay increase dollars that could be better spent 


* Job rate (or market rate) could be middle or higher step. It depends on how far above the market rate 
the company can afford to “automatically” pay 
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JOB-BASED PAY 


Step Rate — Variable 


Example 
Step 8 
7 
6 
> Job Rate* 
ols 5 
E}o 
Fle 4 
Saat 
3 
2 Typical Hire Rate 
1 


Step Rate — Variable 


In step rate-variable, many of the same principles apply as in step rate-automatic. 
The key difference is the opportunity to reward employee performance and/or skill 
acquisition by granting more than one step. In addition to the number of steps 
varying, the time frame for granting the step increase may also vary. 


= Features 
@ Five to ten steps, 2% to 5% apart 
@ Prescribed time schedule 


Outstanding: Two steps 

Expected: One step 

Marginal: Zero or one step with delay 
Unacceptable: Terminated, demoted: no increase 


@ Step structure updated for competitive position 
= Best applications 


@ Where step structure is appropriate, but where environment lends itself to 
performance-based differences in pay levels 


 Inrepetitive jobs, but where it is possible to measure performance differences 


@ In an employee relations environment such that differences in pay due to 
performance occur in exceptional cases 


= Potential disadvantages 
@ Relatively few increase amount/ timing choices 


@ Requires justification of performance distinctions 


* Job rate (or market rate) could be middle or higher step, depending on desired competitiveness 
with market rates. 
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JOB-BASED PAY 


Step Rate — Merit Pay 


Example 
Step +—— Maximum 
Merit Range 
+«—— Job Rate 
oO 
£ 
t— 


yO wo fF OW 


+— Typical Hire Rate 


Step Rate — Merit Pay - Example 
= Features 
@ Reduce number of step increases 
= Automatic step increases up to job rate, then merit thereafter 
¢ Performance-related exceptions 
= Pay can exceed job rate only if performance is determined to be meritorious 


= Theoretically, the employee must “re-earn” increases when pay is above job 
rate by repeating performance above standard. 


@ Steps and range re-adjustments 
= Steps and range updated to maintain competitive position 
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Person-Based Pay — Skill-Based Pay 


@ Definition 


# Pay based on the skills employee has acquired 


m Features 
@ Pay rate based on job-relevant skills 
@ Rate schedule based on: 
= Competitive market value 
= Economic value to company 


@ Focus on job responsibilities diminished 


m Example 


Gayla mM (a CdhSE be C2Y h Hiealai 
Person-Based Pay — Skill-Based Pay S74) “TO OS 


@ Definition 


¢ Pay based on the skills employee has acquired — This approach is based on the 
repertoire of skills an employee can perform rather than the specific skill that the 
employee may be doing at a particular time. 


@ Pay increases generally are associated with the addition and/or improvement of the 
skills of an individual employee, as opposed to better performance or seniority 
within the job. 


Generally, pay level is not dependent on whether any of the skills are utilized. 
= Features 
¢ Pay rate based on job-relevant skills 
¢ Rate schedule based on: 
= Competitive market value 
= Economic value to company 
@ Focus on job responsibilities diminished 
m= Example 
@ Has command of skills that enable person to perform specific critical job-related 
tasks. Paid for skill set, not necessarily for job performed. 
@ Examples 
a Machine set-up 
= Machine operation 
a Machine maintenance 
@ Typical pay systems — skill-based rates or lump-sum awards for skill acquisition 
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PERSON-BASED PAY 


Skill-Based Pay — Primary Objectives 


m Encourage skill development 
m Develop flexible workforce 
= Facilitate workplace redesign 


m Support TQM 


m Make larger spans of control possible 
m= Support self-directed work teams 
m Increase customer service/ satisfaction 


m Increase job and pay satisfaction 


Skill-Based Pay — Primary Objectives 


Encourage technical skill development 


Develop flexible workforce — Skill-based pay promotes development of flexible 
workforce (multiskilled) and may reduce staffing levels. 


Facilitate workplace redesign — in response to changing environment 


Support TQM -— Skill-based pay supports a total quality management (TQM)* 
environment. 


Make larger spans of control possible 


Support self-directed work teams 
@ Increase teamwork and problem-solving effectiveness of teams 


Increase customer service/satisfaction — A skill-based pay program can encourage 
increased capability to service/satisfy customers. 


Increase job and pay satisfaction — and organizational commitment 


* TQM is Total Quality Management philosophy as initially formulated by W. Edwards Deming. 
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PERSON-BASED PAY 


Skill-Based Pay 


Example 


Two dimensions of skills: variety and complexity 


Programming 


Assembly | Set up | Maintenance 


Senior 


Intermediate 


Complexity 


Variety of Skills 


Skill-Based Pay — Example 

This example of a production department's skill-based pay plan shows four different types 
of skills and three levels of complexity of each. Employees would be trained and certified 
on skills and then be paid based on the number of skills they possess (from 1 to 12) -— not 
the “job” they are performing at a particular point in time. In this example, a multiskilled 
employee would be a flexible and valued resource in this production department. 
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PERSON-BASED PAY 


—— 


Use of Skill-Based Pay 


= Best applications 


™ Considerations 


Use of Skill-Based Pay 
= Best applications 
@ With work teams where work is highly interdependent 
Where flexible work assignments and cooperation are needed 
When employees need to broaden their skills 


Where continuous quality improvement goals are important 


5 i A ad 


Where reengineering* around processes is occurring 
@ In organizations willing to invest in training 
= Considerations 
@ Difficult to define and measure and devise tools to determine skill levels 


@ May pay for skill, knowledge and/or credentials that aren't used, or obsolete, 
therefore a mature workforce may have high average pay that does not reflect 
actual job performance 


# Management must be effective to derive adequate return on investment 


@ Employees “top out” when all skills are attained (although “topping out” occurs 
in most pay systems) 


@ Significant changes to workplace technology carry high training costs 


@ Transition to skill-based pay with existing workforce is difficult, with high training 
and administrative costs in addition to communication requirements 
* Reengineering is a philosophy as initially proposed by Dr. Michael Hammer. 
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PERSON-BASED PAY 


Competency-Based Pay 
m™ Competencies are: 
@ Skill, knowledge, behaviors, attributes 


m™ Competencies can be: 


@ Identified, developed, measured 


m Example 


Competency-Based Pay 


m= Competencies are: 

# The combination of observable and measurable skills, knowledge, performance 
behaviors, and personal attributes that contribute to enhanced employee 
performance and organizational success. 

= Competencies can be: 

¢ Identified, developed and measured — In other words, it is possible to observe 
whether an employee possesses a competency in behavioral terms. 

= Example 


Is competent to perform specific tasks, discharge defined responsibilities and 
effectively demonstrate needed behaviors 


@ Example 


= Understands customer needs and proactively responds to customers’ requests; 
modifies approaches to address unusual customer service situations 


¢ Typical pay systems — progression through broadbands or career management 
structures 


Additional information on competency-based pay can be found in the Appendix. 
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PERSON-BASED PAY 


Two Types of Competencies 


Behavioral Competencies 


m Essential to the business 
in achieving its strategy 


Generally relevant to all 
employees across a broad set 
of roles 


m Required for success in 


Technical Competencies 


particular function or job family 


Often involve demonstrating 
technical/ expert knowledge in 
a profession, occupation, 


vocation, field of study or 
process area 


m Behaviors needed in a 
particular function/role, but 
not the whole organization 


@ Typically behavioral in 
nature (both observable 
and trainable) 


Two Types of Competencies 


Typically, organizations recognize two observable competencies, behavioral and 
technical. 


= Behavioral competencies 


Behavioral competencies typically are critical behaviors and skills relevant to all 
employees that are essential to the realization of the business strategy or the 
organization's values. 


m= Technical competencies 


@ Technical competencies are job family-specific and typically involve demonstrated 
knowledge in the following areas: 


= Technical and/or professional areas 
= Occupational areas 


= Process activities. 
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PERSON-BASED PAY 


Competency-Based Pay — 
Key Points 


= Competency programs are a “change 
management” effort 


m= Organizationwide models work best 


m Use competencies as a platform 
for integrating HR programs 


= Number of competencies 
should be focused 


= Behavioral anchors are required 


Competency-Based Pay — Key Points 
= Competency programs are a “change management” effort 
@ Active senior management championing 
@ Strong business case for change (link to business strategy) 
@ Involvement and buy-in from key constituencies 
@ Over-communicate 
@ Provide managers and employees with the tools for success 
= Organizationwide models work best. 
@ Job-based models create excessive complexity. 
= Use competencies as a platform for integrating HR programs 
@ Pay often is the last application of competencies. 


= Number of competencies should be focused — The number of competencies should 
be focused (e.g., 10 or fewer). 


= Behavioral anchors are required — for each competency at each proficiency level. 
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PERSON-BASED PAY 


Competency-Based Pay — 
Key Points ...cont’d 


m Pay decisions should be reached using 
judgment — not mechanical formulas 


m Start slow 


= Don't forget about performance results 


Competency-Based Pay — Key Points ...cont’d 
m Pay decisions should be reached using judgment — not mechanical formulas. 
¢@ Various factors should influence pay decisions (performance results, 
market pay levels, level of responsibility/business impact). 
= Start slow 


@ If multisource assessment is used, give it plenty of time to build credibility before 
using it to influence pay. 


# Build around jobs first — evolve to person-based pay 
¢ Be sure strong development resources are available to managers and employees. 
@ Emphasize the need for sustained demonstration of competencies before they 
will affect pay. 
= Don’t forget about performance results. 
¢# Competencies do not substitute for results; each organization needs both. 
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Differentials 


gw What is a differential? 


m= Types of differentials 
@ Shift 
@ Geographic 
@ Hazard pay 
@ Expatriate 


Differentials 

a What is a differential? 
¢ Additional pay made to employees due to a change in cost of living or as a hardship 
¢ Typically used for hourly employees 
¢ Also referred to as premium pay 


= Types of differentials 
@ Shift 
= Extra pay made to employees who work on a shift other than a regular day shift 
(e.g., 9 a.m. to 5 p.m., Monday through Friday) if the shift is thought to 
represent a hardship, or if competitive organizations provide a similar premium. 


Shift differentials usually are expressed as a percentage of pay or a flat rate in 
cents per hour. 


@ Geographic 
= Pay differences established for the same job based on variations in costs of 
living or costs of labor among two or more geographical areas 
¢ Hazard pay 
= A special payment for work environments where violence, physical or political 
dangers are present because of the job or location of the job 
¢ Expatriate pay 
= One or more supplemental payments made to expatriates to compensate for 
hardship, the education of an expatriate's children in their native language or 
other assignment-location-specific conditions or costs 


What future problems may be created when 
individual pay adjustments are made permanent? 
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DIFFERENTIALS 


a Shift Differentials 


m Reasons to use 


= Basis for differential determination 
@ Philosophy 
@ Market data (surveys) 
@ Union specific contracts 


m Approaches 
@ Permanent base pay adjustments 
@ Temporary increases 


= Considerations 


Shift Differentials 
m Reasons to use 
¢ Additional amount to base pay for evening and overnight shifts 
# Could help to fill undesirable shifts 
= Basis for differential determination 
@ Philosophy — Company compensation philosophy 
@ Market data (surveys) 
¢ Union specific contracts 
= Approaches 
# Permanent base pay adjustments 
= Example 
¢ .75 base pay increase for working the second shift 
¢ 1.25 base pay increase for working the third shift 
# Temporary increases 
= Temporary base pay dollar increase for all hours worked in the shift 
¢ Example — 1.00 increase for all hours worked after 7:00 p.m. 


= Temporary base pay percentage increase for all hours worked 
in the shift 


¢ Example — 10% increase in base pay for all hours worked after 
7:00 p.m. 


= Considerations 
# Does the company want to pay extra for shift work? 
@ What does the competition pay for shift work? 
@ Is this required by a union contract? 
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DIFFERENTIALS 


Geographic Differentials 


m Reasons to use 


= Basis for differential determination 
@ Cost of living 
@ Cost of labor 


m Approaches 
¢ Individual pay adjustments and differentials 


¢ Salary structure differences 


m Considerations 


Geographic Differentials 
= Reasons to use 
¢ Better fit of pay to local markets 
¢ Most commonly used for hourly positions 
= Basis for differential determination 
¢ Cost of living 
a Market basket of goods in specific metropolitan area 
= Consumer Price Index 
= Supply and demand for food, transportation and housing 
¢ Cost of labor 
= Competitive market pay rates in specific metropolitan area or region 
(per salary surveys) 
= Supply and demand for skills/employees 
= Approaches 
¢ Individual pay adjustments and differentials 
= Base pay adjustments 
= Temporary pay 
= Supplemental payments 
¢ Salary structured differences — structural recognition of differences in average 
pay levels for locations: 
= Separate pay structures for separate locations 
= Managing different control points 
= Slotting jobs into a lower or higher salary grade on the basis of local 
market data 
= Considerations 
# Does the company want to maintain an employee's lifestyle when the person 
moves? 
@ Does the company pay for cost of living or cost of labor? 
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DIFFERENTIALS 


Hazard Pay 


m Reasons to use 


m Basis for differential determination 
@ Compensation philosophy 
@ Market data (surveys) 
@ Union contracts 


Approaches 
@ Permanent base pay adjustments 
# Temporary base pay adjustments 


= Considerations 


Hazard Pay 
m= Reasons to use 
¢ Additional compensation for hazardous working conditions 
= Examples — outside window cleaners for a skyscraper, minesweeper 
# Could help to fill undesirable jobs 
= Basis for differential determination 
# Compensation philosophy of the company 
4 Market data (surveys) 
¢ Union contracts 
= Approaches 


# Permanent base pay adjustments 


= Example — 2.00/hr hazard pay for cleaning the windows outside of the 
skyscraper 


# Temporary base pay adjustments 
= Temporary dollar increase for all hours worked in hazardous conditions 
¢ Example — 2.00/hr for all hours changing the skyscraper antenna lights 
= Temporary percentage increase for all hours worked in hazardous conditions 
¢ Example — 15% increase in base pay for all hours worked in the 
underground water tunnels 
= Considerations 
# Does the company want to pay for hazardous conditions? 


@ Is this required by a union contract? 
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DIFFERENTIALS 


Expatriate Pay 


m Reasons to use 


m= Basis for differential determination 
# Compensation philosophy 
¢ Market data (Surveys) 


m Approaches 
# Temporary base pay adjustments 


= Considerations 


bes 


Expatriate Pay 


m@ Reasons to use 


@ Additional compensation for expatriates due to the hardship they might incur for 
working outside of their home country 


= Example — extra compensation for education (in home country language) for 
the child of an expatriate 


= Basis for differential determination 
@ Compensation philosophy of company 
@ Market data (surveys) 
= Approaches 
# Temporary base pay adjustments — temporary dollar increase for expatriates 


= Example — additional 7,000 per year hardship allowance for all expatriates 
working in Russia 


= Considerations 
@ What additional costs will the expatriate incur? 
@ Where would the company find such information? 
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Pay Actions 


= What is a pay action? 


= Company generated 
@ External influences 
@ Internal influences 


m Employee generated 
@ Requested 


m Examples 


Pay Actions 

During base pay administration, various pay actions will apply to the employee’s 
base pay. 

= What is a pay action? 


@ The movement of an employee’s base pay due to either external or internal 
pressures can be both company and employee generated. And can result in 
either an increase or a decrease in base pay. 


= Company generated 
¢ External influences 
= Market adjustments, reclassifications 
¢ Internal influences 
= Promotion, demotion 
= Employee generated 
@ Requested — requested demotion, requested shift change 


= Examples 

@ Pay increases 
a Promotion 
= Merit 
= General (across the board) 
= Market adjustments 
@ Pay decreases 

= Demotion 

= Reclassification 
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PAY ACTIONS 


Pay Increases 


m= Lump-sum increase 
m@ Periodic increase 


@ Other 
@ Take care of it at next review 


@ “It depends” 


Pay Increases 
Pay actions typically are delivered in the form of a pay increase. This action can take 
place several different ways and in several different forms. 
= Lump-sum increase is when the employee receives the entire increase at one time. 
¢@ Advantages 
= Not an increase of base pay, so no “rollup” cost as with increase in base pay 
= Employee recognizes the entire increase at one time 
= Ease of administration, due to one time increase 
@ Disadvantages 
= Greater first year cost to the company 
= Employee may leave after increase 
(costs more than if spread throughout year) 
= Periodic increase is when the employee receives a portion of the increase at one time, 
and an additional portion at a later date. 
@ Advantages 
= Lower first year cost to the company 
= Better control of pay action 
= Allows for a “probationary period” 
@ Disadvantages 
= Employee wonders why not the entire increase 
= More difficult to administer 


i] Other 
@ Take care of it at next review 


¢ “It depends” 
= Immediate adjustment to minimum of new range if below 
= Size of increase (if any) based on employee’s rate being significantly below 
where it should be 
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PAY ACTIONS 


Job Change — Promotions 


m Promotion types 
# Organizational 
Growth 


m# Alternative pay policies/actions 
@ Immediate increase in base pay 
@ “Take care of it at the next review” 
@ “It depends” 


m WorldatWork Salary Budget Survey 


Job Change — Promotions 


= Promotion types 


¢ Organizational — promotion due to a change in the nature of work, such as from a 
nonsupervisory to a supervisory position or to a significantly different type of 
supervisory responsibility 


= Examples: Accountant promoted to Accounting Supervisor 


¢ Growth — promotion due to a recognition of personal development and the 
assumption that growth will continue. There is a smaller change in duties in this 
type of promotion compared to the organization promotion. 


s Examples: Accountant promoted to Senior Accountant 
= Alternative pay policies/actions 
¢ Immediate increase in base pay 
= Standard percentage for all promotions 
= Standard percentage per grade promoted 
4 “Take care of it at the next review” 
¢ “It depends” 


= WorldatWork Salary Budget Survey — Typically salary budget surveys, such as this, 
contain data for promotions. 
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PAY ACTIONS 


Job Change — Demotion 


m Causes of demotion 
# Poor employee performance 
@ Reorganization or reengineering 


# Employee request 


m Pay actions (should be based on cause) 
# Take away money 


@ Freeze pay until it falls within range 


Job Change — Demotion 
= Causes of demotion — A demotion may occur as a result of: 
¢ Poor employee performance 
@ Reorganization or reengineering — possibly due to a merger or acquisition 
¢ Employee request — a request from the employee to take a step down 
m Pay actions should be based on the cause of the demotion. 
@ Take away money 
= Immediate to maximum of salary grade 


= Periodic — steps over a period of time 
(e.g., half the first year, half the second year) 


@ Freeze pay until it falls within the range 


Spe Cornlries A2ecPeagr by ileRga | “5 it cade le 
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For which type of demotion would a company 


typically take away money? 
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PAY ACTIONS 


General (Across-the-Board) Increases/ 
Cost of Living Adjustments (COLA) 

m What is a general increase? 

ma What is a cost of living adjustment? 

m Types 

m Eligibility 

m Basis for increase 


mg Timing 


= Considerations 


General (Across-the-Board) Increases/Cost of Living Adjustments (COLA) 


= What is a general increase? 
@ An identical pay raise either in a flat rate such as cents per hour or as a percentage 
of salary given to all eligible employees 
g What is a cost of living adjustment? 
@ An across-the-board wage and salary increase or supplemental payment designed 
to bring pay in line with cost of living to maintain real purchasing power 
m Types 
@ Flat dollar amount 
@ Same percentage 
# Lump sum, does not become part of base 


Eligibility — all or some employees (e.g., excluding executives) 


Basis for increase 
# Consumer Price Index (CPI) 
@ Wage movement in market 
¢ Bargaining; part of collective bargaining agreement 


= Timing, such as quarterly, semi-annual, annual 


Considerations 
@ General increases normally are used in union and public sector settings. 


¢@ Employers who grant general increases regularly will have less money to reward 
performance. 


Two of the major problems with general increases given to all employees is that 
they perpetuate salary inequities and can create or reinforce an entitlement 
mentality. 
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PAY ACTIONS 


Reclassification 
(Organization-Related) 


gm What is reclassification? 
@ Internal/external causes 
m Grade change 


m Pay actions 


Reclassification (Organization-Related) 


g What is reclassification? 


¢ The (re)assignment of a job to a higher or lower grade in the organization's job 
worth hierarchy due to a job content (re)evaluation and/or significant change in 
the going rate for comparable jobs in the external labor market 


= Internal/external causes 
@ Change in job responsibilities (internal) 
@ Change in market value (external) 
m Grade change 
# Could result in higher or lower grade 
m Pay actions 
@ Increase or decrease pay 
@ No change 
@ Freeze pay until it again falls within the range 
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PAY ACTIONS 


Market Adjustments 


m= What is a market adjustment? 


m= When would it be appropriate? 


m Eligibility 
m Pay actions 
Market Adjustments 


= What is a market adjustment? 


# The percentage increase to organization, group or individual pay that is necessary 
to adjust it to the estimated market level 


= When would it be appropriate? ; \ (s 
~~ pace | ro Oy NR : 
@ Incumbent base pay below market = ape t"\ CALC = Z (50 
\ Na YAW + 5 
# Company philosophy is to pay at/above market nade p 2 


# Reclassification 
a Addition of responsibilities to job 
= Eligibility 
@ Typically all employees within the organization 
@ Current trends are more for critical or hot skills 
mg Pay actions 
' @ Increase base pay based upon market findings in one lump sum 
@ Periodic increase in base pay 
@ Take care of it at next performance review 
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Communicating Pay Actions 


mw Why is it important? 

¢ Provides information 
Improves emotional environment 
Clarifies expectations 


Increases awareness 


“tft + ¢& 


Reinforces decision to join and remain 
with the company 


@ Employees expect honest, thorough, understandable 
and relevant communication 


# Management understanding 


Communicating Pay Actions 


Communication is a critical element in the success or failure of a base pay program. 


a Why is it important? 


4 
4 
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Provides information employees need, when they need it 
Improves emotional environment 

= Can increase job satisfaction/morale 

= Can promote employee's feeling of value 

= Can decrease stress/anxiety in a changing environment 

= Can improve employee focus 
Clarifies expectations about the base pay program 
Increases awareness of what is required in the base pay program 
Reinforces decision to join and remain with the company 


Employees expect honest, thorough, understandable and relevant 
communication. 


Management understanding of how to use pay system 
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COMMUNICATING PAY ACTIONS 


Points to Remember 


m Describe pay simply and briefly 
m™ Focus on the main elements 


m Who should communicate 
the change? 


m Face-to-face 


L _| 


Points to Remember 
= Describe pay simply and briefly from the employee perspective 
= Focus on the main elements 

# What is the reason for the pay action/change? 

@ How will it be processed (how it works)? 

@ When will it will become effective? 

¢@ Is the change permanent or temporary? 

# Will the change be a lump sum or periodic? 


= Who should communicate the change is often identified by the organization 
philosophy/structure. Common communicators for pay actions are the following: 


# HR manager 
@ Director 
@ Manager 
@ Supervisor. 
m Face-to-face 
¢ Typically, for pay actions, best communication is face-to-face 
# Could outline pay actions in employee handbook 
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COMMUNICATING PAY ACTIONS 


How to Handle 
Negative Communication 


m= Business rationale 
m Earlier the better 

m Make a comparison 
m Explain process 

m Performance related 


m Merger/acquisition related 


= Companywide 


How to Handle Negative Communication 


Communicating negative information to employees such as demotion, reclassification, 
pay freeze is always a challenge. Here are some tips to assist in this task. 


Business rationale — present and explain the business case and how that links to the 
business strategy 


Earlier the better — typically, the earlier the better when it comes to negative 
communication 


# Gives the employees time to “vent” 

# Allows employee time to adapt to pay change 
Make a comparison 

@ Pay freeze better than layoffs or salary reduction 

¢ Compare to similar organizations going through the same process 
Explain process and be prepared for questions 
Performance related — if the action is performance related 

@ Explain reasoning behind the change 

# Set realistic goals for employee 

@ Leave communication lines open for two-way communication 
Merger/acquisition related — if the action is merger/acquisition related 

# Explain reasoning behind the move 


¢ Explain differences between companies and positions and why compensation is 
different (maybe offer more work experience benefits) 


@ Set goals for employee to move up in the range 
# Leave communication lines open for employee 


Companywide -— If the action is a companywide change, have senior management 
deliver information (CEO, Director, etc.). 
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Can You? 


m Identify pay approaches an organization can use to 
deliver base pay. 


m Identify characteristics of job-based pay, including 
single-rate pay and step-rate pay. 


m Identify characteristics of person-based pay, including 
skill-based pay and competency-based pay. 


m Identify and describe four types of differentials. 


m Identify and describe various pay actions that can either 
increase or decrease an employee's pay. 


m Describe various strategies for communicating 
pay actions. 
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Module Quiz 


1. Which of the following represents an approach an organization can take to deliver 
base pay? 4.4 


A. Automatic pay 
B. Job-based pay 
C. Fixed-rate pay 
D. Skill level pay 


2. Which of the following describes a characteristic of single-rate pay? GY 
A. Increases are based on a prescribed time schedule 
B. Pay rate is based on the acquisition of skills by the individual employee 
C. Each job has a fixed pay rate (one rate for all employees) 
D. Employees are paid for skill set, not necessarily for job performed 


3. Skill- and competency-based pay are both examples of what pay delivery approach? 
A. Job-based pay 
B. Merit-based pay 
C. Person-based pay 
D. Performance-based pay 


4. Awarding an employee a 10% increase in base pay for all hours worked after 7:00 
p.m. is an example of what type of pay differential? 


A. Shift 

B. Geographic 
C. Expatriate 
D. Step rate 


5. What is one advantage of delivering a pay action as a periodic increase? Zs 
A. Employee recognizes the entire increase at one time 
B. There is a greater first year cost to the company. 
C. Easier administration compared to a lump-sum increase 
D 


. Allows organization to establish a probationary period 


GR4 @ 4.33 


© WorldatWork. All rights reserved. 


Module Quiz ...cont’d 


6. Why is communicating pay actions critical to the success or failure of a base pay 
program? 


A. It allows employees to understand how compensation is related to benefits. 
B. It ensures that the information given to employees is always correct. 


C. It reinforces the decision to join and remain with an employer. 
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Costing 


Wortdatwork 
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Module 5 
Costing 


Introduction 


Module 5 introduces the key issues related to estimating the costs of pay increase 
programs. The objective of the module is to understand how compensation program 
design and program administration methods affect program costs. In other words, how do 
different types of salary increase programs (for instance, an anniversary date merit 
program versus a focal point program) affect payroll costs in both the current year and 
future years? For the purposes of this module, we are estimating program costs at the 
beginning of a plan year. It is important to remember that compensation costs are a 
significant expense to all organizations. The focus of this module is on costing base salary 
increase programs; however, we will briefly discuss numerous other items that can affect 
the total cost of a company’s compensation program, such as promotional increases, cash 
incentives and benefits programs. 


Objectives 


By the conclusion of this module, you will be able to accomplish the following: 
1. Identify and define costing terms. 
Calculate the impact of base pay increases. 


Calculate base pay costs. 


gn Ss 


Calculate the cost of other programs, including current-year and annualized cost, 
as well as focal point, anniversary-date and variable-timing increases. 


5. Identify and describe methods associated with costing programs, including 
promotional increases, cash incentives and benefits. 


For further information on costing base pay programs, see the WorldatWork Building Blocks booklet — 
Determining Compensation Costs: An Approach to Estimating and Analyzing Expense. 
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Costing Terms 


= Total payroll 
m@ Eligible payroll 


m Average percent increase 


m Average frequency 
= Current fiscal year cost 


m Annualized (future year) cost 


Costing Terms 


= Total payroll — the sum of salaries and/or wages paid at the opening of business on the 
first day of the plan year or the close of business of the last day of the prior year 


® Eligible payroll — the sum of salaries and/or wages of those employees who are eligible 
to participate in the increase program, including those who are eligible and who receive 
no salary increase 


m Average percent increase — the sum of salary increase amounts for all eligible 
employees, divided by the eligible payroll (including those who were eligible and 
participated but received no increase) 


m Average frequency — the sum of the months between increases granted, 
divided by the number of increases 


= Current fiscal year cost (aka first-year cost) — the eligible payroll times the average 
increase, adjusted for the percent of the year the increase is in effect 


= Annualized (future year) cost (aka ongoing cost) — eligible payroll times average 
increase 
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Costing Impact 


@ Percent 
@ Actual 


@ Calculating impact of increases 
@ Current fiscal year cost 


@ Annualized (future year) cost 


@ Annualizing payrolls 


Costing Impact 


When expressed as a percent, costs are based on the eligible payroll; however, 
some companies and/or surveys may communicate the costs as a percent of total 
payroll. It is important to ascertain which is being used to ensure appropriate 
comparisons. 
m= Percent (estimate) 
@ Typically when communicating costs as a percent of payroll, it is an estimate of the 
total cost. 
@ Actual 
¢ To calculate actual costs, it is necessary to calculate the total effect of the pay 
action, per person. 
= Calculating impact of increases: 


¢ Current fiscal year cost — the actual expense in the first budget year associated 
with an increase to base salaries 


¢ Annualized (future year) cost — the full-year (12-month) cost of an increase to 
base payroll; the extent to which payroll has increased 
(aka second-year cost; subsequent-year cost; salary payroll growth) 
= Annualizing payrolls 
@ Weekly — multiply by 52 
@ Hourly — multiply by 2,080 (assuming 40-hour workweek) 


As technology increases it becomes easier to determine 


actual costs versus percentage (estimates). 
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COSTING IMPACT 


Costing Impact — Example 


m The annualized cost impact 


Cc 
Pre- B Percent D 
increase Percent Year Annualized 
Employee Pay Increase | Effective 


Total payroll: 
Eligible payroll: 


Annualized cost: 


* Not employed for required period, therefore not eligible 


Costing Impact — Example 


The annualized or future year’s cost impact is based on all increases being in effect for 
the full year. Consequently, when calculating annualized costs, use the “hypothetical 
effective date” of Jan. 1. 


A x B x Cc = D 
Eligible Percent Percent Year Annualized 
Payroll Increase Effective Cost 
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Calculating Base Pay Costs a 


m Identify the pay action 
= Amount of increase 
m Eligible payroll 


m Portion of year effective 


m Frequency of pay action 


@ Participation rate 


@ Current/annualized costs 


Calculating Base Pay Costs 


In order to determine the effect of changes to base pay on compensation costs, it is 
necessary to identify the key elements of costing compensation programs. These key 
elements can also be considered steps in the costing process: 


= Identify the pay action — identify the pay action taking place 
= Amount of increase — identify the amount of increase or change 
m Eligible payroll — identify the total payroll that is eligible for a salary increase 


Portion of year effective — identify the portion of the year the increase is in effect 


@ Effective period 


Frequency of pay action — identify the frequency of the pay action 
@ Participation rate 


Current/annualized costs — compare the current/annualized costs. 


The considerations above will allow you to calculate 


both the current fiscal year cost and the annualized cost. 
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CALCULATING BASE PAY COSTS 


Pay Action 


m Any change to base pay which may 
include an increase/ decrease in pay 


Pay Action 


It is important to have a clear understanding of the pay action and the approach that 
will be taken to implement the change. For example: Will the change be implemented 
all at once or will there be multiple increases over time? Understanding the approach 
will allow for a more accurate estimate of costing impact. 


m Any change to base pay which may include an increase/decrease in pay — Pay 
action as described in the previous module is any change to base pay 
such as: 


@ General pay increases 
@ Promotion/demotion 
@ Market adjustments. 
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CALCULATING BASE PAY COSTS 


_ 


Amount of Increase /Decrease 


m= Amount of increase/decrease must 
be known 


@ Percent of base pay (most common) 


+; | @ Percent of midpoint of the range 
r~ by usa fp Wnuk prcent; 
) fa atin HAYS ¢ Flat dollar amount (hourly or salary) 
C20 Lian W* 


Amount of Increase/Decrease 


The amount of change is dependent upon both the pay action (size of increase/decrease) 
and the organizational philosophy. 


= Amount of the increase/decrease must be known — The amount of the 


increase/decrease must be known to estimate the cost impact. Changes to base pay 
can be identified as: 


@ Percent of base pay (most common) 
@ Percent of midpoint of the range 
@ Flat dollar amount (hourly or salary). 
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CALCULATING BASE PAY COSTS 


Eligible Payroll 


Depends on: 


Length of service/time in job 
m Job type 


m Current pay level 


Employee classification 


Eligible Payroll 


Determine eligible payroll by identifying those individuals or jobs and their associated 
payroll expense. As stated in the previous module, the reasons for pay actions can be 
internal or external and eligible payroll may be contingent on: 


= Length of service/time in job 

m Job type 

= Current pay level 

= Employee classification (part time, full time, etc.). 


Portion of eligible payroll will depend upon these criteria, the effective date of the 
increase and the pay associated with each. Consider the table below: 


Employee Pay Eligible Pay Increase (3%) 

1 10,000 10,000 300 

2 10,000 0* - 

3 20,000 20,000 600 

4 20,000 0* - 

5 40,000 40,000 1,200 
a 
Total Payroll: 100,000 
Eligible payroll: 70,000 


* Not employed for required period, therefore not eligible 
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CALCULATING BASE PAY COSTS 


Timing of Pay Action 
ve, ehh dal he 


S4 
= Focal point all employees - 
p pag 0 ot gett hea 
m Anniversary date be ad eg Kee 
Uo r G flew ely's 
A 
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Timing of Pay Action 


The timing of the base pay increases — not the type of increase — will influence how 
companies determine costs. For instance, all increases delivered on a single 
effective date will be “costed out” in the same way. Although, merit programs have 
different motivational power than across-the-board increases, they are “costed out” 
in the same way if they are delivered at the same time. 


= Focal point 
@ Single effective date — all increases occur at one point in time for all eligible 


m Anniversary date — Eligible payroll/individuals receive increases or changes to base 
pay at a time dependent upon their employment anniversary date. Usually the effective 
date of an anniversary date timing of increase is the first of the month or the first payroll 
period Teak the anneresy date. 


Loyal wen 


Wro-~or us WOM diy ble 
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CALCULATING BASE PAY COSTS 


Effective Period 


Effective Period 


The effective period is the period of time during the plan/budget year for which the 
increase is in effect. 


Employee Pay Eligible Pay Increase Effective Percent Year 
(3%) Date Effective 
1 20,000 20,000 600 Jan 1 100% 
2 20,000 0* - 
3 20,000 0* - 
4 30,000 30,000 900 April 1 75% 
5 40,000 40,000 1,200 Sept 1 33% 
Total Payroll: 130,000 
Eligible payroll: 90,000 


*Not employed for required period, therefore not eligible 


What variables might influence an organization’s 


selection of an effective period? 
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CALCULATING BASE PAY COSTS 


pale Determine Effective Period — 
eagiy My Rule of 54% 
calculaers \ f 


Equal monthly distribution of increases 


Am hast aa (and payroll dollars) 

Annus | Month Distribution In Effect 
het sy Sam Granted __ of Inc./Payroll (proportion of year) 
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Determine Effective Period — Rule of 54% 


Month Distribution of In Effect 

Granted Increases/Payroll (proportion of year) 
January UP x TEL = PeT 
February ee ge - Fis = OK aa 
March i ADs, = Eas 
April ee x- hs = eT, 
May Wi xe - “Bhs = / 
June Ihe x hs = / 
July ths Bhs = / 
August 9 me :  3i = Bem 
September ee x 4h, = / 
October ee a oP = / 
November Yes sea o> hes = / 
December ‘Nye x hy = / 


Bling 

Assume an equal distribution of increases/payroll per month. Consequently, 1/12 of the 
payroll comes up for an increase on the first of each month. Increases in January are in 
effect for 12 months, increases in February are in effect for 11 months and on down to 
increases in December which are in effect for one month. This equal or uniform distribution 
across 12 months means that on average increases are in effect for 78 out of 144 
proportions or 54% of the year. 


x 100 = 54.17%. Typically, 54% is used in budget calculations. 
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CALCULATING BASE PAY COSTS 


Effective Period — 


Equal Distribution of Increases 


Typical 
Budget 

Calculation 
Percentage 


Monthly 78/4, *100 = 54.17% 5A% 


Semimonthly 307/74 * 100 = 92.08% 52% 


Biweekly 3561/6 * 100 = 51.92% 52% 


Weekly 1378/,794 * 100 = 50.96% 51% 


Effective Period — Equal Distribution of Increases 
Semimonthly uniform distribution results in the following: 


300/,. * 100 = 52.08% 52% is the typical number used in budget calculations. 


Biweekly uniform distribution results in the following: 


351/.,* 100 = 51.92% 52% is the typical number used in budget calculations. 


Weekly uniform distribution results in the following: 


1378/94 * 100 = 50.96% 51% is the typical number used in budget calculations. 


Note: The rule of 54 becomes 52 or 51 depending upon the pay period. 
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CALCULATING BASE PAY COSTS 


Frequency of Pay Action 


m@ Variable timing 
m Average frequency in months 


m= Participation rate 


Frequency of Pay Action 


The frequency of pay actions will also influence how organizations estimate costs. 
For instance, if an organization’s pay policy permits merit increases every six 
months, the participation rate will be higher and will in turn result in higher costs than 
if the pay policy permits an increase every 12 months. 


= Variable timing — Approach to costing a variable timing increase is similar to costing a 
focal or anniversary date; however, the timing of the program may result in a 
participation rate that is more or less than 100 percent, depending upon the average 
frequency in months being more or less than 12 months. 


m= Average frequency in months 
Total months between increases granted 


Average frequency in months = 
Total number of increases 


Example: 
Employee Time between increases (per employee) 
1 8 months 
2 10 months 
3 12 months 
4 14 months 
44 months 


44/4 = 11 months = Average frequency 


On average, employees in this example are receiving increases every 11 months. 
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CALCULATING BASE PAY COSTS 


Frequency of Pay Action ...cont’d 


= Participation rate — Once the average frequency is known, the participation rate can 
be calculated. The participation rate is 12 + average frequency in months. The 
participation rate indicates the percentage of employees receiving an increase during 
the year. If the average frequency is less than 12 months, some (or all) employees 
could potentially receive more than one increase during the year resulting in a 
participation rate greater than 100 percent and resulting in a more costly program. If the 
average frequency is more than 12 months, some (or all) employees would not receive 
an increase during the year resulting in a participation rate less than 100 percent and a 
less expensive salary increase program. 


12 months 


Average frequency 


In the previous example, an average frequency of 11 months produces a 
participation rate of 109%. 
12 months 
a oe 109% participation rate 
11 months 


An average frequency of 13 months produces a participation rate of 92%. 
12 th 
ae 92% participation rate 

13 months 
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Costing Methods — 
Current Fiscal Year Cost 
(Single Effective Date) a 


Effective Period 


* Assumes stable workforce for purpose of illustration 


~ 


i rrr—™C sts 4.56 Million” 
4% Focal-Point : . ree 
~~ += Increase (al yeu 
1.5 Million | Gx 1-04 

2 oe 

> Eligible Payroll* 

- | 

Jan. 1 July 1 Dec. 31 
—— 
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Costing Methods — Current Fiscal Year Cost (Single Effective Date) 


Review the diagram and determine the cost considerations necessary to calculate 
the current fiscal year cost of this focal point salary increase program: 


m@ Eligible payroll —1.5 million 

m Percent increase — 4% focal point increase 

m Effective period — 6 months or 50% 
Number of months effective 


Expressed as a portion of the full year 
12 months 


6 months 
12 months 


.5 or 50% 


The current fiscal year cost is: 1.5 million x 4% x 50% = 30,000 


Eligible payroll x Percent increase x Effective period 
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Costing Methods — 
Annualized Program Costs 


(1-56 Million 
4% Focal-Point | 


Increase 


Granted Jan. 
1.5 Million _o x : 


Eligible Payroll* 


Payroll 


Jan. 1 July 1 Dec. 31 
Effective Period 


* Assumes stable workforce for purpose of illustration 


Costing Methods — Annualized Program Costs 


Review the diagram and determine the cost considerations necessary to calculate 
the annualized cost of this focal point salary increase program: 


m Eligible payroll —1.5 million 
m Percent increase — 4% increase 
m Effective period — 12 months or 100% 


The annualized cost is: 1.5 million x 4% = 60,000 
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COSTING METHODS 


- 


Multiple Increases 
in a Single Year 


4% Oct. 1 
Increase 


4% April 1 Increase 
1.5 Million 


Eligible Payroll* 


Payroll 


Jan. April July Oct. Dec. 


Effective Period(s) 


* Assumes stable workforce for purpose of illustration 


Multiple Increases in a Single Year 


Sometimes more than one increase may be granted in the same year (for example, an 
April Cost of Living Adjustment [COLA] followed by an October market adjustment). 

The same costing process is used, except that the length of time (scheduling factor or 
effective period) for each increase must be considered in separate calculations. In addition, 
the second or subsequent increase will be based on the new annualized payroll, which 
includes the effect of the first (or previous) increase(s). 


= Determine the current fiscal year cost of the April increase by considering: 

@ Eligible payroll of 1.5 million 

@ Percent increase of 4% 

@ Effective period of April through December. 
= Determine the current fiscal year cost of the 4% October increase the same way. 
mw What is the total current fiscal year cost? 


= What is the total annualized cost? 
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COSTING METHODS 


Impact of Multiple Increases 


Current Fiscal Year Costs 
April increase (effective 75% of year): 
1,500,000 = .04 x .75 = 45,000 


October increase (effective 25% of year): 
1,560,000 x .04 x .25 = 15,600 


Total (for both increases in current year): 45,000 + 15,600 = 60,600 


Annualized cost 


i a 
April increase: 1,500,000 x .04 = 60,000 
October increase: 1,560,000 x .04 62,400 
Total (both increases): 122,400 


Impact of Multiple Increases 


For further illustration, consider a personal example. Assume your current salary is 50,000 
per year. On April 1, you receive a 4% increase and then receive an additional 4% increase 
on October 1. On April 1, your salary increases 4% to 52,000 and on October 1, your salary 
increases an additional 4% to 54,080. Even though your new salary is 54,080, your current 
year’s actual income will not reflect this amount, it will instead reflect only 52,020. 


50,000 x 4% x 75% = 1,500 
52,000 x 4% x 25% = 520 
50,000 + 1,500 + 520 = 52,020 


Note: The eligible payroll in October is the annualized payroll after the 4% April increase. 
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COSTING METHODS 


Costing Exercise 1 — Focal Point 
Increase (Multiple Increases) 

m 150 IT employees eligible 

m 46,000 average annual pay per employee 


m 5% merit increase effective April 1 


m 4% market adjustment July 1 


What are the current and annualized costs? 


Costing Exercise 1 — Focal Point Increase (Multiple Increases) 


Your corporation has 150 employees in the Information Technology (IT) department, with 
an average employee pay of 46,000 annually. The department has a 5% merit budget with 
an April 1 focal-point review date. Then, due to competitive market pay movement, the 
company must grant a 4% market equity adjustment on July 1. 


= What are the current fiscal year and annualized costs of these two increases? 


Eligible payroll x Average increase x Effective period = Cost 


Answers to this and the following exercises can be found in the Appendix. 
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COSTING METHODS 


Costing Exercise 2 — Focal Point 
Increase (Multiple Increases) 


m 500 employees 

m Average wage 8.60/hour 
m 0.20 increase Jan. 1 

m 2% COLA July 1 


gm What are additional costs? 


_ 


Costing Exercise 2 — Focal Point Increase (Multiple Increases) 


Your plant has 500 employees whose average wage is 8.60 per hour. The 


company agrees 


to a 0.20 per hour increase on Jan.1, followed by a 2% cost-of-living adjustment on July 1. 


= What are the additional costs (current fiscal year and annualized) associated with 


these increases? 


a ero 
Real = “bbe BEOR GO ESL OS eS 


= 12206. 
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COSTING METHODS 


Costing an Anniversary 
Date Increase Program 


= Similar approach to focal point method 


@ Effective period is modified 


m Assume an equal distribution of 
salary increases 


Costing an Anniversary Date Increase Program 


= Similar approach to focal point method — Same approach as for a focal point 
program, except that increases are granted at different times during the year. 


# Therefore, a different way of expressing the effective period is needed. 


= Assume an equal distribution of salary increases — For costing purposes, assume an 
equal distribution of salary increases throughout the year. 


@ If it is not practical to individualize cost increases, assume that increases are 
granted evenly throughout the year. In other words, people are hired randomly 
throughout the year and increases are granted at the beginning of each month. 
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COSTING METHODS 


= 


Uniform Monthly Distribution 


Eligible Average Effective Current 
Payroll Increase Period Year Cost 


1,500;000 x 40% x 54% j= 32,400 


Uniform Monthly Distribution 


Calculate the cost of an anniversary-date salary increase program that has the 
following characteristics: 


m@ Eligible payroll of 1.5 million 
m Average increase of 4% 
m Increases granted on a uniform monthly distribution (54% effective period) 


= Current fiscal year cost is 1,500,000 x 4% x 54% = 32,400 
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COSTING METHODS 


Calculate a Unique Effective Period 


Assumption: average pay for each of the four groups 


is the same. 
Proportion of Proportion of Effective Period 
Year Effective Employees / Payroll Cost Factor 
1.00 x 0.20 = 0.200 
0.75 x 0.30 = 0.225 
0.50 x 0.40 = 0.200 
0.25 x 0.10 = 0.025 
0.650 
Total = 0.650 or 65% 
Current fiscal year cost = 1.5 million x 4% x 65% = 39,000 


as 


Calculate a Unique Effective Period 
For the graphic above, assume that the increases are granted on the first of each quarter. 


In many organizations salary increases are not distributed evenly. Consequently, in order to 
estimate costs more accurately you need to determine the distribution and convert it to a 
proportion. This proportion will be the “effective period.” 


Using the distribution of employees/payroll above, we can calculate the unique effective 
period cost factor for this organization. 


For the example above, the cost will be: 


1,500,000 x 4% x 65% = 39,000 (current fiscal year cost) 


What would cause salary increases/reviews to be 


unevenly distributed throughout the year? 
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COSTING METHODS 


Costing Exercise 3 — Anniversary 
Date Increase Program 


m= Total payroll: 5,000,000 

m Eligible payroll: 4,500,000 

m Average increase: 5% 

m Increases even: first of each month 
m= What is the annualized cost? 


m= What is the current fiscal year cost? 


Costing Exercise 3 — Anniversary Date Increase Program 


Total payroll is 5,000,000, eligible payroll is 4,500,000 (90% eligible), and the 
average increase is 5%. Increases are distributed evenly throughout the year on the 
first of each month. 


= What is the annualized cost (or future year’s cost) of the program? 250 O00 
= What is the current fiscal cost of the program? I2( Soo 
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COSTING METHODS 


Costing Exercise 4 — 
Variable-Timing Increase 
m 350 employees 

m 13.50 per hour average pay 

m 14-month average frequency 


m Anniversary reviews equally distributed on 
monthly basis 


mw 5% merit budget 


What are the annualized and current fiscal year costs? 


What is the cost with a 12-month average frequency? 


Costing Exercise 4 —-Variable-Timing Increase 


ABC company has 350 employees with average pay of 13.50 per hour. The current 
anniversary date, merit review program has a 14-month average frequency and is 
equally distributed throughout the year on a monthly basis. The merit budget is 5%. 


m= What are the annualized and current fiscal year costs? 


= How much more expensive will the program be if it changes to a 12-month average 
frequency? Calculate increased costs on an annualized and current fiscal year basis. 


Eligible payroll x Average increase x Effective period x Participation rate = Cost 


Additional information on costing a variable-timing increase program can be found in the Appendix. 
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Understanding Compensation Costs — 
Promotional Increases 


= Considerations in estimating promotional 
increases: 


@ Historical rate of promotions 

# Company growing or retrenching 

@ Salary levels of promoted employees 
@ Average promotion percent increase 
4 


Merit prorated, added and substituted 


m= Example 
J 


Understanding Compensation Costs — Promotional Increases 


Promotional increases must also be considered unless they are already included in the 
budget increase calculations. In the following example, a company has an eligible payroll 
of 1,500,000. 


= Example 


Total Average Annualized Average Current 
Eligible Percent Promotion Promotion Effective § Fiscal Year 


Payroll Promoted Increase Cost Period Cost 


1,5000,000 x -10 : = 10,500 *x : 5,670 


The company estimates that 10% of its employees will receive promotions, with each 
increase averaging 7%. It assumes that the average salary of those promoted is the same 
as the overall average employee salary. Promotions occur uniformly on a monthly basis 
throughout the year. If the employees receiving promotions are uniformly dispersed 
throughout salary levels, the company can calculate the annualized and current fiscal year 
cost shown on the visual. 


Promotional increases can be planned for or estimated by considering the various items 
identified above. 
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UNDERSTANDING COMPENSATION COSTS 


Turnover 


Quits 


savings’ 


Promotion 


savings’ 


Promotion 


Pisavings 


New Hire 


A quits 
B and C are promoted 
D is hired 


Turnover 


When a high-level position is vacated and filled by a promotion from within, this may 
trigger a series of promotions. The resulting total payroll costs usually decrease. 


m Turnover may result in an initial savings effect and can be assumed to exist, though few 


companies feel comfortable modifying their cost estimates by it. 


This turnover effect, simply stated, assumes that most retirees and other terminations 
earn more than people entering the company, and promotional increases do not make up 
the difference. 


When considering using the turnover effect, one needs to consider the potential salary 
costs, the potential costs of overtime, training and the size of their merit-increase budget. 


The turnover effect can also be illusory since other costs in terms of overtime, temporary 
employees, lost sales or production, recruiting, and training can more than offset the 
payroll savings. 


To adjust for the turnover effect, one should adjust the budget by an amount based on 
recent/predicted experience of the organization. 


Voluntary and involuntary terminations that take place before planned increases are 
granted will also affect the cost of your compensation program. 


Caution: Any turnover effect must be verified based on the actual experience of a 
given organization. 
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UNDERSTANDING COMPENSATION COSTS 


Current Cash Incentive Costs 


m™ Current-year costs are not 
“time dependent” 


m@ Annualized costs are zero 
Benefits Costs 


m Increasing base pay levels creates 
“flow through” costs 


Current Cash Incentive Costs 


These costs include cash incentives such as management incentives, sales 
incentives, and lump-sum bonus payments. 


= Current-year costs are not “time dependent” — Current-year cost includes the 
entire amount (e.g., 3% cash incentive to all employees costs 3% of payroll, no matter 
when effective). 


= Annualized costs are zero — Payroll is not “rolled up”; incentives are not a fixed cost. 


Benefits Costs 


m= Increasing base pay levels creates “flow through” costs — The costs of several 
benefits plans and other programs will be affected by base pay levels (roll up [flow 
through] costs) 


@ Defined benefit or defined contribution plans that include pay as a factor in the 
benefits or contribution formula 


@ Disability income plans for benefits levels that are tied to base pay 
@ Life insurance plans where benefits levels are tied to base pay 

As well as: 

¢ Bonus/incentive plans calculated as a percentage of base pay 


@ Overtime or shift premium differentials calculated as a percentage of 
base pay. 
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UNDERSTANDING COMPENSATION COSTS 


Other Cost Considerations 


m Ways to control payroll costs 
@ Workforce reductions 
# Lump sum merit increases 
@ Pay freezes/reductions 
# Contract hires 
@ Varying pay increase timing 
# Cutting hours 


Other Cost Considerations 


= What are some ways to reduce payroll costs? 


4 


et e+ 


4 


When considering the various options on reducing payroll costs, consider the reaction of 
the employees to each option. What are the employee/labor relations issues associated 


Workforce reductions 
Lump-sum merit increases 
Pay freezes/reductions 
Contract hires 

Varying pay increase timing 
Cutting hours 


with each choice? 


GR4 @ 5.30 


© WorldatWork. All rights reserved. 


UNDERSTANDING COMPENSATION COSTS 


Group Exercise 


m Adverse business situation requires 
creative solution 


= Cut 1 million from next year’s 
“compensation plan” (salary increases 
and new hire pay) 


mw Anniversary-date increases are 
distributed evenly by month 


Group Exercise 


It is now the end of December. Because of a recent adverse business development, the 
CEO has directed you to propose a plan whereby 1 million can be cut from the already 
approved compensation program for next year. Assume increases are on an anniversary- 
date basis and distributed evenly by month. 


Status 
Previous as of Approved for 
The Facts 12 Months Dec. 31 Next Year 
Number of employees 2,000 2,025 
(assume 
new employees 
have an average 
salary of 18,000) 
Average salary 31,000 
Average increase 6% — 5.5% 
Average frequency 13 months — 11 months 
(uniformly throughout 
the year) 
Problem 


Recommend steps to cut 1 million from approved plans which include both the costs of 
salary increases for current employees plus the full cost of base salaries for all new hires. 
Attempt to minimize the negative reaction from employees. Remember that the current 
fiscal year cost of the approved plans includes both the merit increase cost and the full 
salaries of the 25 new hires. (Note that the 1 million must be cut from the current fiscal year 
budgeted expense, not the future year or annualized cost.) 


Assumptions 
You may decide when the 25 employees would have been hired and handle accordingly. 
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Can You? 


m Identify and define costing terms. 
m Calculate the impact of base pay increases. 
m™ Calculate base pay costs. 


m™ Calculate the cost of other programs, including 
current-year and annualized cost, as well as 
focal point, anniversary-date and variable-timing 
increases. 


m Identify and describe methods associated with 
costing programs, including promotional increases, 
cash incentives and benefits. 
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Module Quiz 


1. Which of the following defines average percent increase? 


A. The sum of salaries paid at the opening of business on the first day of the new 
plan year 


B. Eligible payroll times average increase 


C. The sum of salary increase amounts for all eligible employees, divided by 
eligible payroll 


D. The sum of months between increases granted, divided by the number of 
increases 


Use the following information for questions 2 through 4. 


Calculate the cost of the following adjustments based on 1,200 employees at an average 
hourly rate of 8.50. 


2. The current fiscal year cost of a 5% general increase effective Jan. 1 


3. The current fiscal year cost and annualized cost of a 3% COLA effective Jan. 1, 
followed by a 3% COLA effective July 1 


4. What would be the current year’s savings in the problem above if the 3% COLA 
scheduled for Jan. 1 was moved to March 1? 


Use the following information for questions 5 and 6. 


Calculate the cost of the following adjustments based on 400 employees at an average 
annual salary of 25,000. 


5. The current fiscal year cost of a 6% merit increase (assume uniform monthly 
distribution) to all employees 


6. The current fiscal year cost of a 6% merit increase (assume uniform monthly 
distribution) to all employees with an average frequency of 11 months 


GR4 @ 5.33 


© WorldatWork. All rights reserved. 


Module Quiz ...cont’d 


7. Eligible payroll x percent increase yields which of the following? 
A. Uniform annual distribution 
B. Unique effective period 
C. Step increase 
D. Annualized program costs 
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Module 6 


Merit Pay 


Introduction 


Merit pay is a powerful tool used to reward individual performance. In order for a merit pay 
plan to be effective, several conditions must exist: 


Individual performance must be important and measurable. 
Employees must have some control over their performance. 


Managers must be effectively trained. 


Sound internal controls must exist. 
There must be open and continual communications. 


This module reviews several approaches to designing and controlling a merit pay system 
and the underlying issues affecting its success. 


Objectives 


By the conclusion of this module, you will be able to accomplish the following: 
1. Identify and describe the principles of a sound merit pay program. 


2. Explain how an employee’s career stage or position in range influences the individual 
pay decision. 


3. Compare the three methods of designing merit increases: performance only, increase as 
a percent of midpoint and performance and position in range. 
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Principles of Merit Pay Programs 


m Objective 
m Size 
= Timing 


m Implementation 


Principles of Merit Pay Programs 


Objective — The essential goal of a merit pay program is to link pay to performance in a 
manner that is consistent with the mission of the organization. There are two required 
conditions: 


@ Variations in employee performance must be measurable and measured. 


# Managers must be provided with the necessary tools to determine the appropriate 
rewards. 


Size — To motivate employees most effectively to meet or exceed performance 
standards, the absolute size of the merit increase must be significant enough to make a 
noticeable difference to employees (e.g., the increase must not be so trivial as to be 
deemed inconsequential). 


# Asuccessful merit pay program will ensure that increases awarded to the best 
contributors will be substantially greater than increases awarded to average or less- 
than-average performers. 


Timing — anniversary-date versus common (focal-point) review 


Implementation — Under traditional merit pay programs, merit increases are built into 
employees’ salaries for as long as they remain with the organization. Hence, the 
increases are permanent and their values are compounded over time as additional 
increases are granted. 


@ One alternative to base pay increases is the use of lump-sum payments. Lump-sum 
payments are one-time payments made in lieu of traditional base pay increases and 
typically are delivered annually via the merit pay program. 
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PRINCIPLES OF MERIT PAY PROGRAMS 


Factors Affecting the 
Success of Merit Pay 


m= Managerial factors 
m= Organizational factors 


m Individual employee factors 


Factors Affecting the Success of Merit Pay 


= Managerial factors 


¢ 
¢ 
4 
¢ 


Executive support for the increases 

Managerial capabilities in planning and appraisal 
Supervisor/subordinate trust levels 

Managerial fortitude 


= Organizational factors 


4 


*-ehU( trmhU Oh OH 


4 


Cost of measuring performance 
Competitiveness of pay structures 

Width of pay ranges 

Equitable internal-pay relationship among jobs 
Organization’s pay-performance linkage 
Organizational culture 

Effective communication 


= Individual employee factors 


4 
4 
¢ 


Measurable differences in performance 
Performance appraisal 
Employee belief in fairness of appraisals and increases 
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PRINCIPLES OF MERIT PAY PROGRAMS 


| Considerations in the 
Amount of Increase 


@ Current pay level/ position in range 


m Performance rating 


m Merit increase guidelines 


m Increase history 
m Performance improvement 
= Scarcity of particular skills 


@ Individual potential 


Considerations in the Amount of Increase 
= Current pay level/position in range 
@ Where is the employee’s pay in the current range (first quartile, second, 
third, etc.)? 
m= Performance rating 
@ How well is the employee performing? 
= Merit increase guidelines 
# What form of merit guidelines does the organization follow? 
m Increase history 
@ What has the employee received historically as an increase? 
= Performance improvement 
@ Has the employees performance improved since last merit increase? 
= Scarcity of particular skills 
#@ Is the employee considered a “critical talent” or has a “hot skill?” 
= Individual potential 
# What is the individual potential for this employee? 


Many “pay-for-performance” organizations say they consider 
only current pay, performance and merit increase guidelines. 


However, they may informally consider other factors. Does the 
performance message get diluted when supervisors and 
managers take other items like potential into consideration? 
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M A oul useall 


The Base Pay Investment 


Maximum Asset 
Established 
Midpoint Human 
Capital 
_ New to role 
Minimum : : Invest 


W eans fully com peltet at fiat e {es 


The ies Pay invostnent 


One of the decisions that must be made in the development of a merit pay system 
is whether to link base pay to performance and timing. Most organizations continue 
to link base pay with performance over time. As a result, it is worthwhile to examine 
the criteria that may be used to differentiate pay levels under a performance-based 
pay approach. 


m Career stages — Pay levels within the range typically vary depending on an individual's 
career stage. Organizational expectations at the differing career stages need to be 
identified. An example of career stages positioned within a pay grade is summarized on 
the graphic.* 


4 


New to role (does not fully meet standards) — learning; not yet performing full 
scope of job requirements 


Emerging (meets standards) — deep into learning curve; developing 
competencies; productivity gaining; continuing to require some direction 


Established (exceeds standards) — fully functioning in role; demonstrating 
desired competencies and behaviors; productive; using sound judgment; 
mastering functions, serving as a mentor 


Expert (consistently outstanding) — mastering the job function; performing 
complex responsibilities; credible reputation; unique talent; highly productive; may 
be serving in a leadership role; consistently exceeds standards over an extended 
period of time. 


= Evolution of the employee role — Organizations “invest” in the potential of new 
employees in the hope that over time they will develop into valuable assets. 


* Adapted with permission, CCH Incorporated © 2000. Rewards and Business Strategy: People, Pay and 
Performance by Howard C. Weizmann and Jane K. Weizmann of Watson Wyatt Worldwide 
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THE BASE PAY INVESTMENT 


Position in Range — 
Pay Progression within Range 
Range 
Pay Range Maximum eles 
100% 
75% 
50% 
25% 
0% 
Pay Range Minimum 


Position in Range — Pay Progression within Range 


Another way to view the base pay investment and advancement through career stages is 
to add the factor of time to achieve a particular range penetration. Note that in this system 
(depicted on the slide) range penetration is truncated depending on performance. It is 
possible to be rated “Meets Standards” for many years and not reach the maximum. 


There are two key decisions: 


m How far should a particular performance level take an employee into the range? 


m™ How long should it to take? 


GR4 w 6.7 


© WorldatWork. All rights reserved. 


THE BASE PAY INVESTMENT 
[ | 


Position in Range ...cont'd 


Three ways to measure position in range: 


Min. Mdpt. Max. 
Halves |__| 

Min Mdpt. Max 
Thirds 

Min. Mdpt. Max. 
Quartiles 


Mee 


Position in Range ...cont'd 
Typically, organizations split their salary ranges to better manage employee movement 
throughout the range. 
= Organizations can split the salary range several different ways. 
@ Halves 
s Implies the middle of the range, or the midpoint, is the control point 
@ Thirds 


= The middle third of the range is, perhaps, the “job rate” range or the 
“competitive zone.” 


= An odd number of divisions (such as three or five) lessens the dependence 
on the midpoint. 


= Note that thirds may not be of equal size. 
@ Quartiles 


= The range is divided into four parts, creating control points by which an 
employee’s movement through the range can be monitored. 


= The midpoint is a control point and is generally the market or job rate. 
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THE BASE PAY INVESTMENT 


Range Penetration 


1,200 1,200 
1,000 
900 
! g00 800 


Pay Rate — Mini 
Range Penetration =  ——/- 
Maximum — Minimum 


Range Penetration 


Another way to calculate where an employee is positioned in the range is to calculate 
range penetration. 


Examples: Pay rates of 1,000 and 900 in the following salary range: 
Maximum = 1,200 
Midpoint = 1,000 
Minimum = 800 
1,000 — 800 200 
_1,000 — 800 — = 200 — = 50% 
1,200 —800 400 
900 - 1 
00 — 800 e 00 - 25% 


1,200 — 800 400 


Range penetration does not focus on the middle or midpoint of range. 
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THE BASE PAY INVESTMENT 


Compa-Ratio Calculations 


Sal 
ied _ Individual Compa-Ratio 


Midpoint (actual to structure) 


Weighed wered= eal _ Unit /Organizational Compa-Ratio 


Midpoint (actual to structure) 


Weighted Average Salary Market Index 


Weighted market Average (actual to market) 


Compa-Ratio Calculations 


A useful concept relative to pay ranges, position in range and salary increase budgets is 
compa-ratio. Compa-ratio is another way of calculating where an employee is positioned in 
the range. It is the ratio of actual pay to structure midpoint, expressed as a percentage. 
The term can also be used to indicate the ratio of actual pay to competitive pay, although 
usually it is referred to as the market index. 


Compa-ratio usually is, but not always, compared to 100. 


1.00 or 100 


.90 or 90 


1.10 or 110 
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THE BASE PAY INVESTMENT 


Control Point 


Broadbanding Example 


Market 
Job Rate 


Senior Facilities Engineer (FE) 45,000 
Senior Electrical Engineer (EE) 50,000 
Senior Chemical Engineer (CE) 55,000 


30,000 90,000 


Control Point 


Another way to determine where an employee is positioned in the range is to calculate the 
control point. The control point is the point within a given job’s pay range or broadband that 
is targeted for fully qualified, satisfactorily performing job incumbents. It can also be 
determined for multiple jobs: 


m Ina traditional salary structure, the control point is most commonly the midpoint of the 
range, but variable control points higher or lower than the midpoint may be used to 
respond to the market. 


m For broadbands, there are often many control points within one broadband. 


To monitor employee pay against control points, most companies divide actual employee 
pay by the control point (similar to the calculation of a compa-ratio). 


Example of Control Point — As Applied to Broadbanding 


Market rates for three senior level engineer jobs differ. The company’s policy is to set 
control points for each job to monitor individual pay against competitive market rates. 
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Merit Increase Guidelines 


m Performance only 


m Increase as a percent of midpoint 


m Performance and position in range 


7 


Once the amount of increase and the timing are decided, the merit increase guidelines can 
be established. 


Merit Increase Guidelines 


m= Performance only 
@ Employee receives a merit increase based solely on the individual performance 


m= Increase as a percent of midpoint 


@ Employee receives merit increase based upon individual performance as a percent 
of the range midpoint 


= Performance and position in range 


@ Employee receives a merit increase based both on individual performance and 
location of their salary within the range 
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MERIT INCREASE GUIDELINES 


Performance Only — 
Increase as Percent of Base Pay 


Performance Fixed Increase | Sample Discretionary 
Rating Amount Increase Range 


Outstanding 6% 5% to 7% 


Consistently 
Exceeds 3% to 5% 
Standards 


Meets Standards 1% to 3% 


Does Not Fully 


fe) 
Meet Standards 0% 


Performance Only - Increase as Percent of Base Pay 


With this method (and the one on the following page) the employee increase is based on 
performance. In the example above, the increase is based solely on the performance 
of the employee, with no additional factors “added-in.” 


m= Advantages 

# Simple and understandable 

@ Employees with same performance receive same percent increase. 
mu Disadvantages 


¢ Larger amounts (on a dollar basis) go to people higher in the range for the same 
performance. 


@ Employees with same performance receive different dollar amounts/increases. 


= Option 


@ The amount of increase may also be based on the midpoint of the range 
(or on a control point), as shown in the next example. 
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MERIT INCREASE GUIDELINES 


Increase as Percent of Midpoint 


1,200 
1,100 


©) 
(B) 1,000 
A) 


800 


Increase as Percent of Midpoint 


With this method, an employee will receive an increase, not based upon his or her current 
compensation, but on the midpoint of the range. 


For example, a current year increase for “meets standards” equals 4% of midpoint. 


Actual Actual 
Increase in Increase 
Current Dollars as Percentage 
Employee Pay Rate (4% of 1,000) of Base Pay 
©) 1,100 40 3.6% 
1,000 40 4.0% 
@) 800 40 5.0% 


This process can allow high performers lower in the range to accelerate more quickly 
through the range, while slowing down employees that have reached midpoint or above. 
This method is most commonly used in a situation with broadbanding and control points. 


Why is this approach not used more frequently? 
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MERIT INCREASE GUIDELINES 


Performance and Position in Range 


Fixed Increase Amount 


4st Quartile and 3c 4th 
or Below Quartile Quartile | Quartile 


Outstanding 12% 9% 6% 3% 


Performance Rating | 


Consistently Exceeds 


Standards 8% 5% 3% 0-2% 


Meets Standards 5% 3% 0-2% 0% 


Does Not Fully Meet 5 a 
Standards 0-3% 0% 0% 0% 


Performance and Position in Range 


This method introduces another factor — position in range. This method has several 
results: 


m It causes the rates for employees with the same performance to converge on a target 
quartile or point (based on the salary range profile). 


m= Employees who are farther from the target point are moved more quickly (below that 
point they are more vulnerable to competitor “pick-off’), and employees who are near the 
target point are slowed down. Employees above the control point receive 0%. 


Typically an employee learns rapidly during the first year on the job. Organizations 
recognize this in pay programs by providing larger increases as a percentage of 
base pay to newer job incumbents. 


What happens to long service employees with this approach? 


Note: Specific information on determining payouts can be found in the Appendix. 
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MERIT INCREASE GUIDELINES 


Strategy for 
Determining Merit Payouts 
Steps 


1. Anticipation of distribution of 
performance ratings 


2. Determine anticipated mean 
performance rating 


3. Develop two-dimensional matrix 
of increases 


4. Determine payout 


5. Revise if necessary 


Strategy for Determining Merit Payouts 


1. 


Anticipation of distribution of performance ratings 


@ Estimate the percentage of employees that will be receiving each rating 


Determine anticipated mean performance rating 

By determining the anticipated mean performance rating, you will be able to 
determine where to place specific merit percentages relative to anticipated ratings. 

Develop two-dimensional matrix of increases 


Utilizing both the anticipated distribution and anticipated mean, populate your merit 
matrix with desired percentages 


Determine payout 


¢@ Based upon anticipated distribution and percent of employees in each quartile, 
determine the total payout for this merit matrix 


Revise if necessary 


@ If you determine your overall budget figure is too high (or too low) adjust the merit 
percents until the desired percentage is reached. 
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MERIT INCREASE GUIDELINES 


Step 1 

Anticipation of Distribution 
m@ Historical information 

m Speak to raters 


m Review definition of each rating 


Rating 


5 = Clearly outstanding 


4 = Exceeds job expectations 
3 = Meets job expectations 

2 = Below job expectations 

1 = Unsatisfactory 


Step 1 — Anticipation of Distribution 
# Historical information 
@ One way to anticipate the distribution would be to review historical distributions. 
¢ By using historical distributions you can observe what has happened with 
performance appraisals and observe any fluctuations that may have occurred. 
= Speak to raters 


@ Another method of anticipation is to speak to the raters in each department, to 
determine how they feel about their employees’ performance. 


= Review definition of each rating 


@ By reviewing the organizational definition and expectation of each rating, the rater 
will have a better understand of what the organization is expecting for an employee 
receiving each rating. 
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MERIT INCREASE GUIDELINES 


r 


Step 2 
Determine Anticipated Mean 
Performance Rating 


~ Anticipated — 
Proportion in 
Category ~ 


Calculation: 


Anticipated 
Mean Rating: = 3.70 


Step 2 — Determine Anticipated Mean Performance Rating 


= By determining the anticipated mean, you establish a set guideline. This mean will show 
how high or low the distribution will fall within the ratings. Calculating this mean is the 
same as determining a weighted average. 
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MERIT INCREASE GUIDELINES 


Step 3 
Develop Two-Dimensional 
Matrix for Increases 


Position-in-Range 


1st Quartile | 2"¢ Quartile | 3 Quartile | 4" Quartile 
25 


Step 3 — Develop Two-Dimensional Matrix for Increases 


m The simplest way to construct a merit matrix is to utilize the anticipated distribution of 
performance ratings and actual employee percent breakdown within the range. 


m For the example on the following pages we will assume the following: 

# 5.5% = Budget 

# 3.70 = Mean rating 
Determine what the targeted increase in the most populated cell should be. 
Determine which cells will get no increases. 


Decide if there should be minimal increases. 


If performance is a more important determinant of salary increase than position in 
range, show more differentiation there. 


GR4 @ 6.19 


© WorldatWork. All rights reserved. 


MERIT INCREASE GUIDELINES 


Step 3 ...cont'd 
Develop Two-Dimensional 
Matrix for Increases 


Position-in-Range 


Step 3 ...cont’d 
Develop Two-Dimensional Matrix for Increases 


= Start with the budgeted increase in the most populated cell, or where your organization 
has determined the “average” employee should be located. 
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MERIT INCREASE GUIDELINES 


Step 3 ...cont'd 
Develop Two-Dimensional 
Matrix for Increases 


Position-in-Range 
Perf. | 1% Quartile | 2°¢ Quartile | 3 Quartile | 4" Quartile 
15| 85 7.0 5.0 


24 
6.5 


Step 3 ...cont’d 
Develop Two-Dimensional Matrix for Increases 


™ Determine which cells get no increase, then build the relationship between the cells 
based on your pay philosophy and reward for performance. 
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MERIT INCREASE GUIDELINES 


Step 4 
Determining Total Payout 


Position-in-Range 
Perf. | 1% Quartile | 2"¢ Quartile | 34 Quartile | 4'" Quartile 


5.0 (.12) 

4.5 (.32) 

0 (.17) 
0 (0) 


4.0(.34) | 3.0(.17 
0 


6.0 (.74) 
Ca co rT 
“2-423 ace 


2-42.23 {-33 
4 ; ] 

Step 4 - Determining Total Payout 

@ Cell Contribution Payout = (P x C * G) 


m If 45% of employees received a performance rating of 4, and 35% of them are in the 
lower quartile of their range with a guideline increase in the cell of 7.5%, what is the cell 
contribution payout? 


P = Proportion in performance rating category = .45 
C = Proportion in position-in-range category = .35 
G = Guideline percent increase in cell = 7.5 
m= Which cell matches the correct answer? 
Answer: .45 x .35 x 7.5 = 1.181 
m Payout = 2.423 + 1.332 + 1.164 + .612 = 5.531% 
@ Budget = 5.5% 


What would we do if our payout 


was higher than the budget? 
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MERIT INCREASE GUIDELINES 


Step 5 
Revise If Necessary 


m Increase percentages 


@ If projected merit budget is smaller than 
actual merit budget 


m Decrease percentages 


@ If projected merit budget is larger than 
actual merit budget 


Step 5 — Revise If Necessary 


Occasionally, the matrix will not equal your projected merit budget. If this is the case, 
you will need to revise your percentages in each box. 


m™ Increase percentages 


@ If you notice that your projected merit budget is smaller than your actual merit 
budget, you will need to increase the merit projections in the matrix. 


m Decrease percentages 


@ If you notice that your projected merit budget is larger than your actual merit budget, 
you will need to decrease the merit projections in the matrix. 


The merit matrix process contains an element of trial and error with the percentages, 
however, it is a valuable tool in the merit distribution process. 


GR4 @ 6.23 


© WorldatWork. All rights reserved. 


MERIT INCREASE GUIDELINES 


Timing of Increases 


m Anniversary date 


m= Focal point 


What do you do? 
Why? 


Timing of Increases 


The two most often-used approaches for timing increases are: 

m To give increases to each employee on the anniversary date of employment or 
last pay action (e.g., promotion) 

m To give all increases on a common (focal) date. 


Anniversary Date Review 


Advantages Disadvantages 
Spreads the administrative burden throughout the year * Relative performance is hard to judge 


Payroll increases are staggered, reducing the financial * Occasionally conservative budget management 
impact that accompanies a singe (company-wide) jump might lead to lower increases at the beginning of 


Performance evaluation and increase is based on an the year, and higher increases toward the end 


individual performance * HR function will spend additional time doing 


Employee believes the process is focused specifically projected spending analysis 
on them 

Allows the manager to spend more time specific to the 

employee evaluation 

Internally, in the HR function the paperwork stream will 

be minimal due to spacing of reviews 


Focal Point Review 


Advantages Disadvantages 
Ability to project budgetary impact * May put pressure on managers of large 
Consolidates the administrative burden departments to complete all employee reviews at 


Increases can become part of the yearly budgeting one time 
process Workload may be onerous if the timing of the salary 


increase program coincides with other major efforts 


Linkage among business-unit performance, individual 
performance and merit increases can be clearer Cash-flow implications for the organization may be 


Allows for the HR function to better utilize budget extreme when all increases occur simultaneously 
analysis time, rather than projected spending Employee might not get the one-on-one attention 
needed to explain and answer any questions that 


might arise 
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Can You? 


m Identify and describe the principles of 
a sound merit pay program. 


m Explain how an employee's career stage 
or position in range influences the 
individual pay decision. 


= Compare the three methods of designing 
merit increases: performance only, 
increase as a percent of midpoint and 
performance and position in range 
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Module Quiz 


1. What best describes an objective of a merit pay program? 


A. 


To link pay to performance in a manner consistent with the mission 


B. To ensure that everyone in the organization receives a pay increase 
C. 
D 


. To annualize compensation costs for the organization 


To guarantee that unacceptable performers advance to the midpoint of the range 


2. Which statement is most accurate regarding the range penetration and progression for 
an employee who consistently “meets standards”? 


A. 


The employee will reach 100% range penetration in two years. 


B. The employee will never rise above 25% range penetration. 
CG: 
D 


. The employee is demonstrating desired competencies, but may not be awarded a 


The employee’s range penetration will typically be about 50%. 


merit increase. 


Use the following scenario for questions 3 through 5. 


The following salary increase guideline charts are being considered for use in 
conjunction with a merit pay plan for the current year: 


A. 


Performance Increase 
Rating (percent of salary) 
Outstanding 


, Increase 
menourianice natne (as percent of midpoint) 


Ouistanding 
Exceeds Standard 10 
3 


wanes | Ss 
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Module Quiz ...cont’d 


Increase (percent of current salary) 

Rating 2nd Quartile 
Acceptable | 9 __| 
Pwarginat | 6 ar ee 
Funacceptabie | 0 a eae 


3. Which of the following statements concerning Method A is most accurate? 


ar ees ee 


A. It is the most costly. 

B. It is the most defensible. 

C. It is the most difficult to explain. 
D 


_ It requires the least refined performance-rating distinctions. 


4. Which of the following statements concerning Method C is most accurate? 
A. It could be difficult to explain initially. 
B. It is the most costly of the three methods. 
C. It is the most defensible of the three methods. 
D 


. It would be the easiest to explain to employees. 


5. If the organization has a large percentage of employees in the upper part (4th quartile) 
of the ranges, and the typical performance rating is “Outstanding,” which method 
would require the largest salary increase budget? 


A. Method A 
B. Method B 
C. Method C 
D 


All methods will produce the same cost. 
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(blank) 
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Administering 
and Evaluating 
Base Pay Programs 
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Module 7 
Administering and Evaluating Base Pay Programs 


Introduction 


In the first six modules of this course, we have followed a path from overall 
compensation strategy to the point of individual pay delivery. In this module, we will 
address some of the most common issues faced in administering and evaluating a 
base pay program. 


No matter how well-designed a pay structure or how appropriate the delivery system, 
you will have to address critical questions: What is the appropriate response to 
various personnel moves such as promotions and demotions? How do you address 
pay relationships that get out of line? How should you respond to changes in the 
cost of living? 


Furthermore, compensation and human resources strategies and programs are 
open systems. As open systems, they continuously interact with their external and 
organizational environments and are affected by changes in those environments. 
As a result, they must be monitored regularly. 


Evaluating compensation strategy and program effectiveness is frequently delayed 
in hopes that there will be more time later to conduct an audit. This approach tends 
to place compensation professionals in a reactive mode, requiring them to explain 
the system’s shortcomings. Instead, they should be proactive, preventing serious 
consequences from compensation systems that are not aligned with other human 
resources strategies and the organization's business strategy. 


Objectives 


By the conclusion of this module, you will be able to accomplish the following: 

1. Define and explain the role of HR staff in administering and evaluating a base 
pay program. 

Identify methods for monitoring and adjusting pay levels. 

Define compression and identify causes and solutions. 

Identify and explain methods to maintain pay structures. 


OF ogee. 


Identify methods and processes for performing technical audits and for 
conducting perception audits of the various stakeholders. 
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HR’s Role in Administering and 
Evaluating a Base Pay Program 


= Maintaining the pay structure(s) 
= Monitoring pay levels 

m Administering pay policies 

= Communication 

@ Training 

= Costing and budgets 


m@ Evaluation 


HR’s Role in Administering and Evaluating a Base Pay Program 


In most organizations the human resources department has many roles. One of 
those roles is administering the organization’s base pay program and the following 
tasks are included: 


Maintaining the pay structure(s) — to ensure internal and external equity 
Monitoring pay levels, i.e., where an employee is located within a range 
Administering pay policies — including pay actions 


Communication — both internally (ranges, grades, position in range) and externally 
(participation in salary surveys) 


Training — Line managers must be educated in order to understand and communicate 
information about the compensation program and how it affects themselves and their 
employees. 


Costing and budgets — to include merit, salary budgets and changes to base pay 


Evaluation of compensation program 
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HR’s Role in Administering and 
Evaluating a Base Pay Program ...contd 


= Monitor evaluation results 


= Assess the impact of proposed 
changes 


m Inform executive management about 
implications 


m Evaluate the impact of decisions made 
LL | 


HR’s Role in Administering and Evaluating a Base Pay Program ...cont'd 


The compensation function, in addition to any other roles in the evaluation process, 
must perform the following: 


= Monitor evaluation results 
= Assess the impact of proposed changes on: 
# The ability of the organization to attract/retain 
@ Motivation/productivity levels 
@ Employee satisfaction. 
= Inform executive management about implications: 
@ Directly as staff advisory function 
@ Working with evaluating entity 
Working through operating management (formal structure). 


= Evaluate the impact of decisions made (to change or not to change) as a result 
of evaluation. 
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HR’s Role in Administering and 
Evaluating a Base Pay Program ...cont'd 


= Compensation surveys 
m Survey submissions 


m Survey analysis 


HR’s Role in Administering and Evaluating a Base Pay Program ...cont'd 


= Compensation surveys 


# Compensation surveys are a good source of information for evaluating the 
organization’s current base pay structure and administering changes to the 
structure. 


m= Survey submissions 
@ Fora salary survey to reflect the current market, the data within the survey must be 
valid. This can only be accomplished if the participants report their company data 
accurately. Specifically it is important to ensure: 
= Accurate job matches 
= Accurate current salary data 
= Capability of the HRIS system to retrieve the salary data. 
¢ Most surveys follow different formatting guidelines, however, the data that they 
request are very similar. 


¢ To accurately supply data to the survey, it is critical to follow the specific directions 
for the survey. This is due to the fact that data reporting requirements may vary by 
survey and by survey vendor. 


m= Survey analysis 


¢ Most surveys report the data in a variety of ways. Variations will include percentiles, 
weighted means, unweighted means, averages, etc. In the administration and 
evaluation of base pay, it is important to recognize these differences in order to 
accurately use the information. 


For more information on reading surveys, see course GR3: Job Analysis, Documentation & Evaluation. 
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Monitoring Pay Levels — 
Paying Outside Range or Band 


© — Red Circle Rate 


Maximum 


Minimum 


x <\—._ Green Circle Rate 


Monitoring Pay Levels — Paying Outside Range or Band 
Red circle rate - employee paid above range maximum 
m= Causes 

¢@ Demotion 

@ Goldstar — high potential employee 

@ Reorganization or acquisition 

# Ranges may need adjusting, if many people are above maximum 
m= Suggested actions 

@ Freeze pay 
Less frequent increases 
Reduce base pay and make up differences with lump sum 
Reduce salary (not recommended/rare) 
Promote employee to higher level job they can perform 


¢--eth6(etemhU Oh OH 


Give lump-sum increases in future 
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MONITORING PAY LEVELS 


Paying Outside Range or Band ...cont’'d 
Green circle rate — employee paid below range minimum 
m= Causes 
@ Recent promotion, then range moves 
@ Hired at minimum, then range moves 
@ Job re-evaluation 
@ Reorganization or acquisition 
= Suggested actions 
@ Raise pay to new minimum when range moves 
@ Raise pay to minimum — don't allow green circles 
@ Separate merit budget from adjustment to minimum 
¢ Evaluate to see if position is properly graded 


= Caution — green circles can create possible legal issues 
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Compression 


m= What is compression? 
m= What causes compression? 


= Symptoms of compensation planning 
problems 


@ Solutions 


Compression 


= What is compression? 


The difference between two grades or in certain instances when the pay difference 
between two employees is too small 


= What causes compression? 

@ New hire pay rates are higher 
Supervisor/subordinate total pay (overtime included) 
Midpoint differentials too close 
Automatic increases 


eee @ 


Merit pay inadequacies 
@ Unionized environment 


= Symptoms of compensation planning problems — Problems associated with pay 
compression should be treated as symptoms of compensation planning problems. 


= Solutions 


4 


Review pay structure 

Establish midpoint differentials (15% to 25%) 
Use merit pay 

Reclassification, add additional job duties 
Rotate overtime 

Use additional work/life issues 

Utilize lump-sum increases 

Make market adjustments 


Se A, A A A a ad 


Include supervisors in an incentive plan 
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Maintaining Pay Structures 


m Review benchmark jobs 

m Re-evaluate jobs 

m Re-evaluate competitive posture 

= Review internal equity and external competitiveness 
m Adjust “policy line” 

m Evaluate impact 


m= Management understanding 


Maintaining Pay Structures 


Review benchmark jobs to ensure validity and re-price based upon analysis 
Re-evaluate jobs which have changed sufficiently to bring grade into question 
Re-evaluate competitive posture of the organization 


Review internal equity and external competitiveness — Review current pay system to 
ensure both internal equity and external competitiveness 


= Adjust “policy line” (regression line or line through midpoints) 


= Evaluate impact on salary increase budget 


Management understanding of how the plan operates and how it affects their 
department/organization 
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MAINTAINING PAY STRUCTURES 


Keeping Salary Structure Current 


m Review compensation strategy and 
competitive posture 


m Determine competitive pay movement 
= COLA or just market movement? 


m™ Determine the amount for adjustment 


Keeping Salary Structure Current 
m= Review compensation strategy and competitive posture 


= Determine competitive pay movement in your market(s) 


@ Historical — competitive pay movement between the time of the survey and the start 
of the salary administration plan year 


¢ Future — anticipated competitive pay movement during the new salary administration 
year 


= COLA or just market movement — Should you consider COLA or just market 
movement? 


= Determine the amount for adjustment — Based on the competitive analysis, determine 
the amount for structure adjustment: 


@ Do you apply an equal percent to all grades? 


Do you change midpoint differential, overlap and spread by applying an unequal 
percent? 
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MAINTAINING PAY STRUCTURES 
jj | 


Budgeting Considerations — 
Salary Increase Budget 


@ Structure movement 


m@ Market movement 
m Pay actions 


m Other considerations 


_| 


Budgeting Considerations — Salary Increase Budget 


Most compensation professionals are asked to provide input annually regarding salary 
increase budgets for the following year (and sometimes beyond). Generally this input is 
in the following areas: 


= Structure movement (if necessary) 
@ Which pay structures are required to move and what will be the estimated cost? 


= This cost generally is expressed as a percentage of total payroll or a flat dollar 
amount (total cost). 


= Market movement (if necessary) 


@ What will costs be to maintain the company’s desired pay relative to market (achieve 
the company’s pay policy)? 
= This cost is also expressed as a percentage of total payroll or a flat dollar 
amount (total cost). 


= The required movement may only be required for specific positions 
(versus the entire workforce). 


= Cost estimates should include any applicable aging of the market data 
consistent with the company’s compensation philosophy. 


mg Pay actions 


# What is the estimated cost of each salary increase program 
(e.g., merit, step, promotional)? 


m= Other considerations 
# What about the economy (economic factors)? 
@ What about business results? 
@ What data is available from salary budget surveys? 
=» WorldatWork Salary Budget Survey 
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Base Pay Program Review 
and Audit — Considerations 


m External/internal equity 
m Job information/job descriptions 
m™ Salary ranges and broadbands 


m Pay policies 


Base Pay Program Review and Audit — Considerations 


Ultimately, base pay compensation programs must tie back to the organization's 
strategic plans. This is accomplished by maintaining alignment of the compensation 
strategy, HR strategy, business strategy and mission. With this alignment assured, 
communication, implementation, administration and evaluation will serve to maintain 
the base pay program. Ongoing evaluation that drives design modifications will 
maintain the currency and effectiveness of the program. 
= External/internal equity 

@ Are the salary ranges or broadbands competitive? 

@ Are vacancies filled in a timely manner? 


@ Does the salary program link to turnover rates and pay levels? 


m= Job information/job descriptions 
@ Current? 
¢ Document essential job functions? 
¢ Job titles reflect job content? 
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Base Pay Program Review and Audit — Considerations ...cont'd 


m= Salary ranges and broadbands 
@ Are all positions assigned to a range or band? 
@ Market pricing process? 
@ Process understood and credible? 
m Pay policies 
@ Compa-ratios 
Overall ratio? 
Competitive versus midpoints? 
Control over fixed salary expenses? 
Percent difference between midpoints? 
Salaries in relation to assigned range? 


¢ Job evaluation 
=» Competitive/equitable ranges? 
= Relationship between results and market based salaries? 
= Do compensable factors reflect view of job value? 
=» Revaluation time frames? 
@ Salary increases 
= Based on performance? 
= Relationship between increases and performance? 
= Salary compression issues? 


@ Promotional increases 


Are promotional increases provided? 
= Relation to merit increases? 
= Consistent application of policy? 
a Exceptions to policy? 
¢ Salary program guidelines 
= Written salary management program guidelines? 
= Communicated to employees? 
= Administered consistently? 
= Exceptions managed and documented? 
¢ Legal compliance 
s Federal and local regulatory requirements? 
= Classification process in place? 
= Variable pay classifications? 
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BASE PAY PROGRAM REVIEW AND AUDIT 


Internal Audit 


m Who conducts the audit 

m When to audit 

m@ How the process is planned 
gw What to do with findings 


@ Valid information 


Internal Audit 
= Who conducts the audit 
@ Typically HR or the design team consisting of: 
= Senior management 
= Operations management 
a Employees 
= Outside consultants 
= When to audit 
@ Review and audit is part of a continuous improvement process. 
¢ Usually a good time to conduct an audit is after a program cycle is complete. 
= How the process is planned 


Audits need to be comprehensive, structured, detailed and planned according to 
schedule. 


Collect baseline information, measure results and review survey/other feedback. 
# There should be a timetable. 
= What to do with findings 
@ An audit will identify issues — it will not solve anything. 
@ Follow up with appropriate actions. 


= Valid information — It is important that information provided to audit team is valid, 
unbiased, clear and verifiable. 


Adapted from the WorldatWork Total Rewards Guidebook (2001) 
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BASE PAY PROGRAM REVIEW AND AUDIT 


Selecting Evaluation/Auditing Criteria 


m= Acceptance by interested parties 

= Compensation costs 

= Impact on organization’s performance 
m Human resources effectiveness 


m “Goodness” characteristics 


Selecting Evaluation/Auditing Criteria 


Relative importance of criteria will be specific to the organization or organizational unit at a 
specific time and will be valid for an uncertain period of time. Take care not to let criteria 
become important simply because they are easily measured. 


= Acceptance by interested parties 
@ Ownership 
@ Management 
# Employees 
@ Third parties representing employees 
= Compensation costs 
@ Cash outlays 
@ Creation of liabilities 
= Impact on organization’s performance 
# Customer satisfaction 
@ Profit 
¢ Growth 
@ External image 
@ Market penetration 
= Human resources effectiveness 
¢ Ability to attract and retain critical skills 
@ Effectiveness of human resources utilization 
# Effectiveness in developing human resources/capital 
= “Goodness” characteristics of strategies/programs 
@ Fair 
@ Competitive 
@ Understandable 
¢ Acceptable to stakeholders 
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BASE PAY PROGRAM REVIEW AND AUDIT 


Measures 


m Results 
m Process 
= Compliance/alignment 


= Documentation 


Measures 


Evaluations are about measurements. The measurement used depends on the objectives 
of the program. The program is not complete until it is determined whether or not it 
achieved its objectives. 
= Results 
# Objective — attract and retain qualified employees 
Question — Do existing programs add value and achieve results? 
@ Results measurements — number of openings, duration of openings, number of 
resignations 
m Process 
@ Objective — reduce management time on program administration 
Question — Are managers spending to much time administering rewards 
programs? 
@ Process measurements — backlog of requests for performance appraisals, 
timeliness of pay increase process 
= Compliance/alignment (policy and legal) 


# Objective — improve pay relationships of employees relative to policy and market 
considerations 


@ Question — Is the program aligned with policy and program objectives? 

@ Compliance/alignment measurement — actual rates and ranges versus market 
position specified by policy, compa-ratios, percent of employees outside pay 
ranges 

= Documentation 

@ Objective — maintain currency of files and comply with legal requirements 

@ Question — Are files up-to-date and in compliance with regulations? 

@ Documentation measurements — percentage of outdated files, internal audit results 
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BASE PAY PROGRAM REVIEW AND AUDIT 


Performing Technical Audits 


m= Measure actual results against 
intended results 


m Identify sources of malfunctioning 


m Identify potential “fixes” 


m Review program fairness and 
pay delivery 


Performing Technical Audits 


Evaluating a program can consist of a technical audit of program features and the 
results it produces. The results of the technical audit may lead to the design of a 
new program, a redesign of the existing program or no change in activity. 


= Measure actual results against intended results (per policy) 
@ Measure what is done 
@ Measure how it is done 

= Identify sources of malfunctioning 
¢ Failure to adhere to policy 


a Lack of understanding 
a Unwillingness to adhere to policy 


@ Policy in error 
= Identify potential “fixes” to methodology/process 

@ Change policy 

# Recommunicate/retrain to improve understanding of policy 

# Improve processes (participants, their roles and how they act) 
m= Review program fairness and pay delivery 

@ Participants in process 

@ Role of participant 

@ Equity of rules 

¢ Involvement of affected parties 

# Access to effective appeal mechanisms 
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BASE PAY PROGRAM REVIEW AND AUDIT 


Example of Audit Results 


Analysis of Pay Levels and Pay Structures Compared to Market 


ealaly Market Pay Line 


at 50" percentile 


@ Average Base Pay 
at Your Company 


Low Job Value High 


Example of Audit Results 
= Analysis of pay levels and pay structures compared to market 
# What do the technical audit results suggest? 
@ What additional data are needed to fully understand the results or story? 


What potential fixes in program design or pay policies are needed? 
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BASE PAY PROGRAM REVIEW AND AUDIT 


Conducting Perception Audits 


m Identify various interested parties 
m Measure perceptions 
m Analyze “gaps” 


m Identify potential fixes to programs 
or policies 


Conducting Perception Audits 


Perception audits measure what people think is happening or is supposed to happen. 
This is done less frequently than technical audits. Attitude surveys have been known 
to raise expectations. Surveys have also been known to tell management more than 
management was willing to hear. However, if one intends to measure the true 
effectiveness of a program, it is not possible to ignore the perceptions of its 
stakeholders. 
= Identify various interested parties such as: 

@ Executive management 

@ Operating management 

# Employees or employee representatives 

@ Regulatory agencies 


= Measure perceptions using qualitative data collection methods 
@ Employee surveys or questionnaires developed in-house 


Example: “How do you think the company’s pay levels compare to 
similar employers in this area?” 


@ Ask parties to come forth with their opinions 
¢ Use a third party to survey stakeholders using standardized questionnaires, 
focus groups or interviews 
= Analyze “gaps” 
¢ Actual versus perceived 
@ Intended versus perceived 


= Identify potential fixes to programs or policies 
# Communicate to reduce misperceptions 
@ Re-educate managers and employees on what is intended 
@ Revise or clarify policies to change actual results (if other than intended) 
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BASE PAY PROGRAM REVIEW AND AUDIT 


Organizational Example 


Employee Survey Results on 
Pay-for-Performance Program 


Percent of Employees Agreeing 


Survey Question femmes _vorrerats Engineering -Manatectyang 
19: My pay reflects 
my performance = = . 7 
20: Worthwhile to 37 40 25 34 
work hard 
21: I'm satisfied with 40 45 20 42 


increase 


Organizational Example 


Company profile — At the beginning of the last year, the company established a 
pay-for-performance program. Key program principles include: managers and employees 
jointly develop performance standards, managers monitor/coach employees throughout the 
year, larger salary increases are granted to higher performers (position in range is not 
considered) and higher performers are considered for promotional opportunities. 


Data from employee survey — Survey results are shown for three different company 
locations. Employee responses are compared to the normative population (norm) provided 
by the survey company. 


Survey results 
= What's going on? 
m What may be some reasons for these employee responses? 


m What (if anything) would you prescribe? 
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BASE PAY PROGRAM REVIEW AND AUDIT 


Applying the Results 


m Executive summary 
¢ Summary of objectives and methods 
@ Executive interview themes /implications 
@ Focus group themes/implications 
@ Survey results 
# External analyzes results 


¢ Internal reviews of specific programs 


Applying the Results 


Once the compensation program review and audit are completed, the evaluators 
should prepare a report of essential findings to be shared with the CEO, executive 
management and the compensation committee of the board, as appropriate. 


m Executive summary 


4 


5 i A A a 


Summary of objectives and methods 
Executive interview themes/implications 
Focus group themes/implications 
Survey results 

External analyzes results 


Internal reviews of specific programs 
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BASE PAY PROGRAM REVIEW AND AUDIT 


Action Plans 


m Elements 
=m Recommendations 


m@ Outcomes 


Actions Plans 


Results from technical and perception audits will guide actions to be taken. Audits 
will often confirm current practice. Remember that making program changes purely 
for the sake of change is not prudent and is not an efficient use of resources. 


= Elements of an action plan include: 
@ Objectives 
@ Work steps required 
@ Individual rules and responsibilities 
@ Deliverables 
@ Projected costs 
# Target completion dates. 
= Recommendations for actions include: 
@ Strategy revisions 
@ Program revisions 
¢ Administrative policy revisions 
# Communication/training. 
m= Outcomes 
@ Positive effect on the organization 
@ Positions HR as a strategic partner 
@ Enhances employee perceptions and attitudes toward the organization 


# Assures management of program effectiveness 
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BASE PAY PROGRAM REVIEW AND AUDIT 


Program Management Cycle 


Corporate , 
Vision / mare) 


Program Evaluation: » 


Business 
i ce 
Revise or 4 Strategy / 


Sl / wuman Resources 
* Program Design se TOTAL REWARDS ; healt . 4 
and Administration /_—~ STRATEGY 
_wa Compensation 
Benefits 
Work-Life 
Performance & Recognition 


Development & Career 
Opportunities 


Program Management Cycle 


m Ultimately, base pay compensation programs must tie back to the organization’s strategic 
plans. This is accomplished by maintaining alignment of the compensation strategy, HR 
strategy, business strategy and mission. 


= With this alignment assured, a program management cycle of design, communication, 
implementation, administration and evaluation will serve to maintain the base pay 
program. Ongoing evaluation that drives design modifications will maintain the currency 
and effectiveness of the program. 
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Can You? 


m Define and explain the role of HR staff in administering 
and evaluating a base pay program. 


m Identify methods for monitoring and adjusting 
pay levels. 4 


m Define compression and identify causes and solutions. 


m= Identify and explain methods to maintain pay 
structures. 


m= Identify methods and processes for performing 
technical audits and for conducting perception audits 
of the various stakeholders. 
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Module 7 Quiz 


1. Which statement most accurately describes the role of a HR professional in 
administering a base pay program? 


A. 


A. 
B. 


C. 


D. 


Reviewing the mix of total rewards for the organization 


B. Collecting historical variable pay plan payout data 
C. 
D. Reviewing current benefit levels for hourly employees 


Administering pay policies including pay actions 


Which of the following is a typical approach used to correct green circle rates? 


Giving increases less frequently than the normal schedule 
Lowering the pay and giving the amount outside the range as a lump sum 


Granting 3% increases every four months until pay equals or exceeds the range 
minimum 


Giving the amount below minimum in a lump sum 


What best describes an effective approach to reducing supervisor and subordinate pay 


compression? 


A. 


B. 
C. 
D 


A. 


B 
C. 
D 


- iS Spe NICS SIN 
Ensure that supervisor and subordinate midpoints are 5% apart ee / 


Include supervisors in an incentive plan 


Eliminate overtime for hourly employees 


. Offer spot bonuses to top performing hourly employees 


Which of the following is the most effective method for maintaining a pay structure? 


Inform executive management of the results of perception surveys 

Assess the ability of the organization to attract and retain talented executives 
Re-evaluate jobs that have changed sufficiently to bring grades into question 
Provide incentives for employees to offer suggestions about the pay structure 


What should be included in the criteria or performance standards used to evaluate 


compensation systems? 


A. 


B. 
C. 
D. 


Only data that are easily measured 
Compensation costs 

The same criteria from the last evaluation period 
Benefits costs 
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(blank) 


GR4 @ 7.26 


© WorldatWork. All rights reserved. 


Appendix 


Table of Contents 


QUIZ-ANSWOMS: finer 2ect hart tithes whe PS ee oan ne Ee BOS Pee oat APP 0.3 

Exercise Answers 
Module 1 — Business Life Cycle ....... 2... 2. eee APP 0.4 
Module 3 — Develop a Pay Structure .............. 0.000000 c eee eee APP 0.5 
Module 3 — Assign Benchmark Jobs to Pay Structure.................. APP 0.6 
Module 3 — Assign Nonbenchmark Jobs to Pay Structure .............. APP 0.7 
Module 5 — Costing Methods — Exercises 1to4 ...................-5. APP 0.8 
Module 5.— Group Exercise «2... cnc eck a ek Be ee ee eee eee APP 0.10 

Module 1 


No Appendix for Module 1. 


Module 2 
Multiple Regression Formulac: 3.ciac< 25 Yorke is Dek ees GA Pees en APP 2.1 


Module 3 


No Appendix for Module 3. 


Module 4 
Step Rate. = Variable so i5.2 374465 Seas Pees ed eae Gy eae oe e ee ay APP 4.1 
Step Rate: =(Ment Pay.) tests oriooenn Secdsag pslewls coors was APP 4.1 
Competency Career Levels, Job/Role Levels and Pay ................- APP 4.2 
Competency Career/Proficiency Levels ........... .. cece eee eens APP 4.3 
Career/Proficiency Levels: .ivesd wen SHIA Reo SSE ee ewe eee ta Hs APP 4.4 
Detailed Example of Competency-Based Pay ....................0555 APP 4.5 
Pay Delivery Mechanics for Competency-Based Pay .............-.-. APP 4.6 
Example of Pay Delivery Mechanics .............. 0.00 e eee eee eens APP 4.7 

Module 5 
Costing a Variable-Timing Increase Program..........-....00+20+0 05 APP 5.1 
Variable-Timing Impacts 3 saeco oe cca pla as te abewe ee heen o4 APP 5.2 
Determining Average Frequency ........... 0... c cece eee eee APP 5.3 
Determining: Participation Rates: ..¢2.. cc es a ae ox de es See EA tae APP 5.4 


GR4 @ APP 0.1 


© WorldatWork. All rights reserved. 


Appendix 


Table of Contents ...cont’d 


Module 6 
Determine Total Payout.<..4..05 as So ae bs eetiree 2G ee twee APP 6.1 
Determine Annual Equivalents .............. 0002 e eee eee APP 6.2 
Calculation of Annualized Equivalent ..........-...5 eee eee ee eee APP 6.3 
Module 7 
Estimating Market Movement — Benchmark Job Data ............-..-- APP 7.1 
Develop Market Model... .. 0.2... - 6-02 e ee eee eens APP 7.2 
Benchmark ANAlVSiS- a2 cee mag oct ees le iin Oe Po RES SS OTs APP 7.3 


GR4 @ APP 0.2 


© WorldatWork. All rights reserved. 


Quiz Answers 


Module 1 Module 2 Module 3 
te 1. B No Quiz 
2. B 2. A 
Module 4 
3. A 32°C 
B 
4. D 4. A 
5..°B 


Oona h wn 
Qqa0U FO 0 


Module 5 

1G 

2. [1,200 x (8.50 x 2080)] x .05 = 1,060,800 

3. Current Fiscal Year Cost: 
[1,200 x (8.50 x 2080)] x .03 = 636,480 (January increase) 
[1,200 x (8.50 x 2080)] x 1.03 x .03 x 6/12 = 327,787 (July increase) 
Current fiscal year cost = 636,480 + 327,787 = 964,267 


Annualized Cost: 
636,480 + 655,574 = 1,292,054 


4. (636,480 + 12) x 2 = 106,080 

5. (25,000 x 400) x .06 x .54 = 324,000 

6. (25,000 x 400) x .06 x .54 x 1.09 = 353,160 
7. 

Module 6 Module 7 

1. A : eee © 

2. °C 2G. 

ay (DB 3. B 

4A 4. C 

5. A 5. B 
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Business Life Cycle Exercise 


; Short-Term Long-Term 
Business Cyc Incentives incentives 
Siartsi Lew Depends on Very high — key 
P resources people 
: Very high — wider Very high — wider 
Rasenient High potential / May be used to 
low payoff motivate 
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Develop a Pay Structure 


Midpoint Range 

Grade Minimum Midpoint Maximum Differential Spread 
12 49,679 59,615 69,550 15% 40% 
14 43,199 51,839 60,478 15% 40% 
10 37,565 45,078 52,591 15% 40% 
9 33,360 39,198 45,036 12% 35% 
8 29,786 34,998 40,210 12% 35% 
7 26,593 31,248 35,901 8% 35% 
6 25,160 28,934 32,708 8% 30% 
> 23,297 26,791 30,286 5% 30% 
4 22,186 20,510 28,841 5% 30% 
3 21,100 24,300 27,500 30% 
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Step 3: Assign Benchmark Jobs to 


Pay Structure 


Midpoint Range 
Grade Minimum Midpoint Maximum _ Differential Spread Benchmark Jobs 

12 49,679 59,615 69,550 15% 40% Customer Service Mgr. 

11 43,199 51,839 60,478 15% 40% Senior Drafter 

10 37,565 45,078 52,591 15% 40% oa 

9 33,360 39,198 45,036 12% 35% Sr. Computer Operator 
Drafter 

8 29,786 34,998 40,210 12% 35% Administrative Assistant 
Offset Press Operator II 
Executive Secretary 
Maintenance Plumber 
Computer Operator II 

7 26,593 31,248 35,901 8% 35% Bookkeeper 
Senior Secretary 
Customer Service 
Representative 

6 25,160 28,934 32,708 8% 30% Offset Press Operator | 
Computer Operator 
Maintenance Painter 

5 23,297 26,791 30,286 5% 30% Secretary 

4 22,186 25,515 28,841 5% 30% 

3 21,100 24,300 27,500 30% Clerk Typist 
Mail Clerk 
Groundskeeper 

GR4 = APP 0.6 


© WorldatWork. All rights reserved. 


Step 4: Assign Nonbenchmark Jobs 
to Pay Structure 
Senior Customer Service Representative — Grade 8 


Senior Mail Clerk — Grade 4 


Maintenance Assistant — Grade 5 
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Costing Methods 


Costing Exercise 1 — Focal Point Increase (Multiple Increases) 
Annualized Cost: 


April 1 Increase: 150 x 46,000 x 5% x 12/12 = 345,000 
July 1 Increase: 
150 x (46,000 + 2,300) x 4% x 12/12 = 289,800 


Total 634,800 


Current Fiscal Year Cost: 
April 1 Increase: Above in effect for 9 months, 


therefore 345,000 x 9/12 = 258,750 
July 1 Increase: Above in effect for 6 months, 
therefore 289,800 x 6/12 = 144,900 


Total 403,650 


Costing Exercise 2 — Focal Point Increase (Multiple Increases) 
Annualized Cost: 
Jan. 1 Increase: 500 x 0.20 x 2,080 x 12/12 
July 1 Increase: 
500 x (8.60 + 0.20) x 2,080 x 2% x 12/12 = 183,040 


Total 391,040 


208,000 


Current Fiscal Year Cost: 


Jan. 1 Increase (same as above) = 208,000 
July 1 Increase: Above in effect for 6 months, therefore: 
183,040 x 6/12 = 91,520 


Total 299,520 


By applying the second increase effective halfway through the first year, 
we have saved 91,520 for the first year (only). 


Costing Exercise 3 —- Anniversary Date Increase Program 


Annualized Cost: 4,500,000 x 5% = 225,000 
Current Fiscal Year Cost: 225,000 x .54 = 121,500 
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Costing Methods .. cont'd 


Costing Exercise 4 — Variable-Timing Increase 


A. With a 14-month frequency — 
Current Fiscal Year Cost: 


Effective Participation 
Eligible Payroll % Increase Period Rate 
(350 x 13.50 x 2080) = x 5% x 54% x 12/14 
9,828,000 x 05 x 54 x 857 
Annualized Cost: 
Effective Participation 
Eligible Payroll % Increase Period Rate 
(350 x 13.50 x 2080) = x 5% x 100% x 12/14 
9,828,000 x 05 x 1.0 x .857 
B. With a 12-month frequency — 
Current Fiscal Year Cost: 
Effective Participation 
Eligible Payroll % Increase Period Rate 
(350 x 13.50 x 2080) x 5% x 54% x 12/12 
9,828,000 x 05 x 54 x 1.0 


Additional Cost: 265,356 — 227,410 = 37,946 more expensive 


Annualized Cost: 


Effective Participation 
Eligible Payroll % Increase Period Rate 
(350 x 13.50 x 2080) x 5% x 100% x 12/12 
9,828,000 x 05 x 1.0 x 1.0 


Additional Cost: 491,400 — 421,130 = 70,270 more expensive 
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COST 
227,410 


COST 
421,130 


COST 
265,356 


COST 
491,400 


Module 5 Group Exercise 


A. Calculate cost of approved salary increase program: 


Effective 
Eligible Payroll % Increase Period 
(31,000 x 2,000) x 5.5% x 54% x 
62,000,000 x .055 x 54 x 


B. Cost of 25 new hires at 18,000 for full year: 
25 x 18,000 x 100% = 450,000 


C. Total cost of approved program: 
2,007,126 + 450,000 = 2,457,126 


Solution #1 to save 1,000,000: 


1) Hire 25 employees in December and save 11 months of payroll cost: 


450,000 + 12 = 37,500 (cost) 


2) Change to 4.2% increase after 12 months: 
62,000,000 x .042 x .54 x 12/12 = 1,406,160 (cost) 


3) Total cost of solution #1: 
1,406,160 + 37,500 = 1,443,660 
Solution #2 to save 1,000,000: 


1) Hire 25 employees “equally throughout the year”: 
(25 x 18,000) x .54 = 243,000 (cost) 


2) Change to 4.5% increase after 15 months: 
62,000,000 x .045 x .54 x 12/15 = 1,205,280 (cost) 


3) Total cost of solution #2: 
1,205,280 + 243,000 = 1,448,280 
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2,007,126 


Multiple Regression 


y=atb,x, + box, + b3x3 +... + DLX, 
> > pay 
X, = performance level 
X5 = organizational level 
X3 = education 
X4 = years of experience 
X5 = evaluation points 
etc. 
X41 Xo) X 3s Xqs Xu > critical factors 
b,,b,,b3,b,,5, > slopes of critical factors 


Use multiple regression when the variation in the 


dependent variable cannot be “explained” or predicted 
to the accuracy desired in terms of one variable. 
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Step Rate — Variable and Merit Pay 


Variable 

= Features 
— Five to 10 steps (typically 2% to 5% apart) 
— Prescribed time schedule 


e Outstanding: two steps 

e Expected: one step 

e Marginal: zero or one step with delay 
e 


Unacceptable: terminated, demoted; no increase 
— Step structure is updated for competitive position 
= Best applications 


— Where step structure is appropriate, but where environment lends itself to 
performance-based differences in pay levels 


— Inrepetitive jobs, but where it is possible to measure performance differences 


— Inanemployee relations environment such that differences in pay due to 
performance occur in exceptional cases 


» Potential disadvantages 
— Relatively few increase amount/timing choices 
— Requires justification of performance distinctions 


Merit Pay 


= Features 
— Reduce number of step increases 
e Automatic step increases up to job rate, merit thereafter 
— Performance-related exceptions 


e Pay can exceed job rate only if performance is determined to be 
meritorious 


e Theoretically, the employee must “re-earn” increases when pay is above 
job rate by repeating performance above standard. 


— Steps and range readjustments 
e Steps and range updated to maintain competitive position 
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Competency Career Levels, 
Job/Role Levels and Pay 


Usually combined with broadbands 
Career “role” is emphasized, rather than jobs 
Based on competency attainment, employees move through pay band 


Often called career banding 


The career band framework provides a simple, organized way to capture both job 
levels (Shown below) and career development or proficiency levels. The career 
band framework may include five roles as shown here: 


Business/strategic leader — Manages the formulation and development of 
business strategy and vision for a region, business units or functional area of the 
company. 


Unit/functional leader — Manages the human, financial and operational resources 
of a continuous, ongoing unit (i.e., functional area, department or administrative 
process). People in this role implement strategies and processes and lead through 
others to accomplish business results. 


Professional — Uses knowledge in his/her area of expertise (e.g., a major “body of 
knowledge”) to analyze information; design and develop new approaches, 
methodologies and processes; solve problems; and provide professional advice 
and guidance to others. Keeps up to date on subject matter within his/her area of 
expertise and upholds professional quality standards. 


Technical specialist — Applies technical knowledge using established standards 
and practices. Analyses raw information and presents it in a usable form to aid 
others in solving problems and designing programs and policies that support the 
company’s goals and objectives. 


Team member- Applies operations or business processes to achieve results. 
People in this role provide analytical, operational, clerical and/or administrative 
support to others who use the resulting information, to review results, solve 
problems, and design programs and policies to support the company’s goals and 
objectives. 


If desired, job titles could be simplified to primarily identify the “role” of an employee. 


See detailed example on the next page that combines competency career/ 
proficiency levels and the career roles in a broadbanded pay system. 
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Competency Career/ 
Proficiency Levels 


Competency-based pay programs may define career development or proficiency 
levels for employees in specific professions or job families. These definitions provide 
specific competency information (behavioral descriptors/anchors) to help employees 
grow/ develop in their careers. These four career/proficiency levels may look a little 
like a yardstick, with clear behavioral statements or anchors defining “competence” 
(skill, knowledge, performance behaviors and attributes) for each career level. 

The general definitions of these four career/proficiency levels are as follows: 


a Learning 
— Learns activities/tasks associated with own work/role 
— Learns to work/cooperate with colleagues 
— Depends on others for instructions, guidance and direction 
= Applying 
— Demonstrates full competency/mastery in own area of work 
— Makes significant contribution to work team 


— Is independent problem-solver/decision maker; works without significant 
guidance 


= Guiding/senior 
— Shares own expertise for the good of the company 
— Develops, mentors and coaches others 
— Deals with those outside the organization on the company’s behalf 
— Champions new ideas/innovations 
— ls arole model for others 
= Shaping/expert 
— Provides strategic leadership and vision to the company 
— Promotes growth and development of the company 
—  |dentifies and sponsors the company’s future leaders 


— Demonstrates proficiency at an expert level 
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Career/Proficiency Levels 


Behavioral . : wa: , : 
Applying Guiding/Senior Shaping/Expert 


Business insight | = Demonstrates a Initiates actions to improve | = Maximizes a Implements changes in 
basic understand- processes and products organizational organization structure, 
ing of competitors’ efficiencies by management practices 
principles and integrating actions in and business processes 
practices one part of the company | _ to better position the 
with those in other parts company competitively 


= Maintains awareness of 
changes in competitive 
environment and their 
effects on business and 
customers 


Actively learns the 
fundamentals of 
industry 


Balances short-term 
operational require- 


Establishes priorities 
and allocates resources 


Seeks ways to improve 


; ments and long-term to ensure achievement 
= Actively learns business results (€.g., ited Fetrdtenic obloctive 
basic business profit/loss, market share) ae aa aaa 
concepts through delivery of new = Champions new = Steps outside existing 
(e.g., profit/loss) products, services and products, services and product/service lines to 
processes processes that support see applications and 


strategies opportunities for major 
new product concepts, 


channels and categories 


Customer/ = Responds with « Identifies opportunities to | = Allocates and/or obtains | = Creates an environment 
consumer urgency to reallocate resources additional resources to that continuously 
focus customer requests and/or modify processes service customers focuses on the needs 


to improve service to the of the customer 


customer 


Follows through on effectively 


commitments to 
customers 


Models customer- 
focused behavior for 
others 


Develops strategies to 
anticipate major shifts in 
customer needs 


Anticipates and meets 
customer needs 


Learns customer's 
needs 


Fosters long-term 
strategic partnerships 
with customers 


Broadens knowledge of 
and exposure to customer 
base 


Develops programs and 
processes to enhance 
customer relations 


Influences the culture in 
ways that value and 
support individual and 
team diversity 


Promotes teamwork to 
achieve group goals 


Learns team 
effectiveness skills 


Teamwork/ 
collaboration 


Applies team effective- 
ness skills in working with 
team members 


Proactively identifies 
and appropriately 


Respects and 
appreciates the 


Puts team goals ahead of 


diversity of others personal agenda addresses potential = Fosters an 
. ; ne i nizational 
= Contributes to = Contributes actively in Ste EO MeL a ropes 
nae : enhance team environment that 
achieving team team meetings, especially ; ; 
, aces effectiveness supports effective 
goals in sharing ideas and secarrionork 


experiences Plans for, rewards and 


: recognizes effective = Communicates and 
= Actively encourages 
: teamwork champions team 
others to contribute to : 
recommendations 


team activities 


* These behavioral (organisationwide) competencies are from the previous example and small group exercise. 
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Detailed Example of 
Competency-Based Pay — 


How the Concepts Are Applied 


Next, we would create a straw model illustrating which jobs fit in each cell of the grid. 
Here’s a first attempt for selected accounting jobs. 


Selected Accounting/Finance Jobs 


Business/ 
Strategic 


Pay Band Competency Career! Proficiency Level 
Range 
82,000 to Corporate Controller 
165,000 
50,000 to Mgr. Corp. Accounting 
Mgr. Accounting Standards 
Professional | 33,000 to | Accountant Accountant II Accountant III 
Accountant Sr. Financial Analyst 
Corp. Acct Administrator 
Team 15,000 to | Accounting Clerk 1 | Accounting Clerk Il | Accounting Clerk III 
Member 30,000 


Learning Applying Guiding/ Shaping/ 
Senior Expert 
CFO 
Financial Reporting Suprv., Accounts Payable 
Technical 23,000 to 
Specialist | 44,000 
Market reference points for each major job family/functional area can be provided for each zone within a band. 
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Pay Delivery Mechanics for 
Competency-Based Pay 


1. Employees are assigned to career bands or broad bands based on the 
characteristics of their job or role. 


2. Job evaluations/promotions to a new career band would require a major and 
substantial increase in job responsibilities — such that the job now better matches 
the role description for the next higher career band. 


m Job evaluations/promotions would be authorized/approved by Human 
Resources staff based on documented changes in jobs. 


= Promotional increases would consider market data, proficiencies on the 
critical competencies. 


3. The section/zone within a band to which an employee is assigned is based on the 
individual’s proficiency in the competencies. 


m™ For example, individuals who are at the Apply level on 75% of the 
competencies would be assigned to the Applying zone. 


4. Employees would move to the next zone only when they demonstrate the higher 
level of proficiency on the vast majority of competencies. 


™ These moves could be limited to once a year — or they could be made 
throughout the year as increases in proficiency warrant. 


= A special “within band promotion/career movement” budget could be 
established to fund these moves. 


m™ A review panel comprised of managers and HR reps could be used to 
approve these components. 


5. Annual base pay increases would be made based on consideration of 
such factors as: 


@ An individual’s performance results (“what”) 

® An individual’s growth in proficiency on the competencies (“how”) 
m™ Changes in the market value of an individual’s job 
= 


Significant growth and expansion in an individual’s scope of responsibilities 
(but not enough to warrant movement to the next band) 


™ Managers would be provided with a dollar budget from which to make all 
salary adjustments — fiscal responsibility and prudent management of this 
budget is expected. 


Human resource staff would be available to assist in making decisions about 
appropriate salary adjustments 
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Example: Pay Delivery Mechanics — 
Absolute Level of Competence 


Target Pay 
30,000 45,000 60,000 


Competency Level 


understanding 


a John is somewhat below target; pay should be below reference pay. 


= John receives increases as the gap is closed 
Options: 
a “Weight” competencies 


a Smaller increases past target 
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Example: Pay Delivery Mechanics — 
Achievement of Competency 
Development Objectives 


Competency 
Objective Examples 


1. Customer satisfaction 
2. Product knowledge 


3. Teamwork 


Overall achievement 


0 to 2% 3 to 5% 6 to 8% 


= Assess level of achievement on developmental objectives linked to several key 
competencies (employee may have 5 to 8 competencies) 


Pay adjustment 


= Determine level of overall achievement on these competencies — is the overall 
achievement a mathematical calculation a management judgement? 


= Locate size of pay increase in the matrix 


= Can be combined with assessment of performance results 
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Example: Pay Delivery Mechanics — 
Reward Competencies and Results 


= Assess competency growth/achievement 
= Assess levels of performance/results 


= Locate size of pay increase in the matrix 
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Costing a Variable-Timing 
Increase Program 


The basic approach to costing a variable-timing increase program is the same as 
costing a focal-point program or an anniversary-date salary increase program. 
However, a variable-timing program may result in a participation rate which is 
more or less than 100%, depending on whether the average frequency of 
increases is more than or less than 12 months. 


= To determine average frequency: 


Total months between increases granted . 
= = Average frequency in months 


Total number of increases 


= 10 determine participation rate: 


12 months bate tad 
= Participation rate 


Average frequency in months 
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Variable-Timing Impacts 


Eligible payroll: 2,000,000 Number of increases: 50 


Effective period: anniversary date Average percent increase: 6% 
Total months: 550 

550 th 
Average frequency: ee 11-mo. avg. freq. 


50 increases 


12 month 
Participation rate: so Ee 1.09 or 109% participation rate 


average frequency 


Calculate first-year and second-year costs. 
Recalculate costs with a 12-month average frequency. 


Average frequency of 11 months creates a participation rate of 109% and directly 
impacts (increases) both first-year and annualized costs. To calculate costs for this 
example, we must consider 4 factors: eligible payroll, percent increase, effective period 
and participation rate. The two calculations (formulas) are shown below: 


First-year costs: 


Eligible Percent Effective Participation 
Payroll Increase Period Rate Cost 
2,000,000 x .06 x 54 x 1.09 = 70,632 


Annualized cost: 


Eligible Percent Effective Participation 
Payroll Increase Period Rate Cost 
2,000,000 x .06 x 1.0 x 1.09 130,800 
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Determining Average Frequency 


The average frequency directly impacts the cost of an increase program. 


= |f the average frequency is less than 12 months, the cost is greater than what 
it would have been if its average frequency were equal to or greater than 
12 months. (There are more increases granted and some employees receive 
more than one increase during the year.) 


= If the average frequency is greater than 12 months, there are fewer increases 
granted, and therefore the cost is less in a given year. In this situation, some 
employees do not receive an increase in the 12-month fiscal year. 


The average frequency influences the participation rate. Participation rate is the 
percent of employees who participate in the salary increase program in a 12-month 


period. 
Time Between Increases 
Employee (per employee) 


8 months 
10 months 
12 months 
14 months 


Total 44 months 
Average frequency 44/4 = 11 months 


Average frequency influences participation rate 


GR4 w APP 5.3 


© WorldatWork. All rights reserved. 


Determining Participation Rates 


Divide 12 months by the average frequency in months to calculate the participation rate. 


If the average frequency is less than 12 months, then the participation rate will be 
greater than 100%, and the salary increase program will be more costly. Some 
employees will receive two increases in one year. 


— Average frequency of 11 months produces 109% participation rate 


12 months # of increases per year 
———— x #ofemployees = 
11 months (109% of employees = participation rate) 


If the average frequency is more than 12 months, then the participation rate will be 
less than 100%, and the salary increase program will be less expensive. Some 


employees will not receive an increase during the year. 


— Average frequency of 13 months produces 92% participation rate 


12 months # of increases per year 

——— x #of employees = 

13 months (92% of employees = participation rate) 
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Step 6 — Determine Total Payout 


Position-in-Range 
1st Quartile 2™4 Quartile 3'4 Quartile 4th Quartile 


15 months 


Total Payout 


For performance rating 5: 


[(.15 x .35 x 8.5) + (.15 x .25 x 7.0) + (.15 x .24 x 6.5) + (.15 x .16 x 5.0)] = 
[.446 + .263 + .234 + .12] = 1.063 


For performance rating 4: 


[(.45 x .35 x 7.5) + (.45 x .25 x 6.0) + (.45 x .24 x 5.5) + (.45 x .16 x 4.5)] = 
[1.181 + .675 + 594 + .324] = 2.774 


For performance rating 3: 


[(.35 x .35 x 6.0) + (.35 x .25 x 4.5) + (.35 x .24 x 4.0) + (.35 x .16 x 3.0)] = 
.735 + .394 + .336 + .168] = 1.633 


For performance rating 2: 


[(.05 x .35 x 3.5) + (.05 x .25 x 0) + (.05 x .24 x 0) + (.05 x .16 x 0)] = 
[.061 +0+0+0]=.061 


For performance rating 1: 


[(.0 x .35 x 0) + (0 x .25 x 0) + (0 x .24 x 0) + (0 x .16 x 0) = 
[(0+0+0+0]=0 


Total payout = 1.063 + 2.774 + 1.633 + .061 + 0 = 5.531 
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Determine Annual Equivalents 


Position-in-Range 
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Calculation of Annualized Equivalent 


75 


9 months 


(a) Divide timing months into 12. 
Ex. 12+9=1.33 


(b) Multiply guideline increase by percent by result of (a). 
Ex. 7.5 x 1.33 = 10.0 


(c) Results of (b) is the annual equivalent. 
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Estimating Market Movement 
Benchmark Job Data 


For aging purposes, the above example assumes a 4% historical competitive pay 
movement during year surveys were conducted. 


Sample calculation: 798 x [1 + (4% + 2)] = 798 x 1.02 = 814 


Grade Midpoints Market Rate 
as of Jan. 1 Composite 
Job Title : Pay/Mo. 
Admin Asst. 


= Key considerations 


— Review remuneration philosophy — What is the pay policy regarding 
employee salaries in relation to the market? Review company’s pay policy 
in respect to the desired pay relative to market (competitive) pay at year end 


— Review historical market movement — How long has it been since the last 
pay structure move and how much? When was the last time internal 
positions were moved because of market and how much? 


— Review benchmark jobs. Collect market survey data for benchmark jobs 


— Anticipate market movement during the new plan year and age the market 
survey data accordingly 
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Develop Market Model 


m When multiple surveys are used, aging percent may differ based on the date each 
survey was conducted. 


m™ The quality of the market model increases when 


Survey matches are good 
Sampling is representative of the company’s population 


™ Characteristics of the market model method 


Survey Average 


The model integrates internal value with external value. 


Because of the linkage of the external pay to internal grades, the method is 
not too sensitive to fluctuations, caused by the inclusion or exclusion of a few 
benchmark jobs from one year to the next. 


The method assumes that the model is a good estimator of the pay for all jobs 
within each grade, including those not surveyed. 


The method assumes an internal grading or classification system that assigns 
internal value to jobs. 


© Market rate 
composite 


Grade 


Predicted average salary = —602.69 + 277.16 (Grade) 
Coefficient of determination = 89.8% 
Calculate predicted average salaries for each grade 
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Benchmark Analysis* 


=» Example — Percent necessary to match market model as of Jan. 1 
(E) (C) 
_ Salaries Based on Market Avg —Total Salaries 
Total Salaries (C) 


Percent Increase 


200,515 — 193,965 
193,965 


6,550 
193,965 


= 3.4% (to match market) 


(E) 


Total 
(B) (D) Salaries 
Average (C) Total Based 
No. of Employee Total Market on 
Employees | Salaries Salaries | Average | Market 
in Position | as of Jan. 1 | asofJan1] Salary | Average 


Sr. Secretary 


= 
[se encrypt | 9 | 
[omer | 8 
[poner | 8 
[comp-Onr fe | s | sos | _aze0 | eis | sors! 
[cen Twos [| 5 | same | raeo | 1618 


Total 100 193,965 200,515 


* Monthly salaries — snapshot of jobs 


C=AxB 
E=AxD 
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Resources 


Table of Contents 
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From Pay to Rewards — 100 Years of Change...................-2000- RES 1.1 
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Looking into the Crystal Ball of Base Pay.....................00-0-0005 RES 2.13 


Module 3 Articles 
No Resources for Module 3. 


Module 4 Articles 
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Pay the Job or the Person; But Why Not Both?.....................0.. RES 4.10 
Here to Stay — Taking Competencies to the Next Level... .............. RES 4.13 


Module 5 Articles 
No Resources for Module 5. 


Module 6 Articles 
Implementing Pay for Performance atthe CIA..... ...............005. RES 6.1 
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ACA Journal, First Quarter 2000, Volume 9, Number | 


From Pay to Rewards -- 100 Years of Change 
By George T. Milkovich, Ph.D., and Jennifer Stevens 


What were the hot pay issues in the 1900s, and how have they changed since the Does history 
offer any lessons that can be used in the future? With the new millennium, a review of 
changing pay systems during the past 100 years is especially pertinent. In examining the 20th 
century of news articles published by The New York Times and magazines listed in the 
Periodical Index, some interesting titles surfaced during the review, including: 


"Entrenched Greed Underlies Executive Compensation" 

"Profit Share and Stock Ownership Unite Employee and Company Interests" 
"Industry Widening Use of Incentives" 

"GM Bonus Plans Spark Teamwork" 

"Stock Options Have Outlived Their Purpose." 


Fortune magazine used the "Entrenched Greed" headline in a 1939 report on President 
Roosevelt’s call for caps on executive salaries and public reporting of the compensation of the 
top people in publicly held companies, attesting to the long history of skepticism over 
executive compensation. The second headline lauding profit sharing and employee stock 
ownership referred to Procter and Gamble (P&G) in the late 1890s. Col. William Cooper 
Procter, one of P&G’s founders, believed that profit sharing, pensions, a week’s vacation with 
pay after two years of experience and employment security increased "efficiency and loyalty." 
Why weren’t more "... industrial captains imbued with the spirit of William Cooper Procter?" 


While the "New Pay" of the 1990s features teamwork and success sharing, General Motors 
(GM) used this 40 years ago. The New York Times reported that GM’s bonus plan encouraged 
greater teamwork and that performance-based incentives were becoming increasingly 
widespread in companies, possibly prefiguring a trend beyond 2000. The 1975 bear market 
caused a consultant to advise clients that "stock options have outlived their purpose." 


In also looking at the contents of compensation books published during the past 100 years, the 
similarities shown in Figure | are striking, as are the differences. Alternate approaches to 
establishing base pay, designing and administering incentives and rewards and setting 
objectives are common topics throughout the 20th century. Some topics drop out - The Sweat 
System, and Industrial Cooperation Rejects Profit Sharing (Schloss, 1892); Dav Work and 
Week Work, and Mutual Benefit Associations (Bloomfield, 1923). Some are added: Pay for 
special groups (sales, office workers, executives) appears in the 1920s (Bloomfield, 1923); 
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David Belcher’s first edition (1955) discusses job evaluation, market surveys, fringe benefits 
and cost controls. George Milkovich and Jerry Newman (1999) add strategic approaches, total 
compensation, flexible benefits, international issues and government regulations. 


To get a sense of the changes in the 20th century and look for lessons to direct business 
decisions down the road, four topics were selected: 


e The changing "deal" 
e Pay for performance 
e Benefits and services 
e Bellwethers. 


Admittedly, this becomes something of a Rorschach test: What we "see" may not be what 
others "see." Hopefully, others will become curious enough to take a look at the history for 
themselves. 


(Fig 1.) 


TABLE OF CONTENTS FOR 
COMPENSATION TEXT BOOKS: 
1900-1999 


Methods of Industrial Remuneration 
By David Schloss 1892 


1. Different Kinds of Wages 17. What is Meant by Profit Sharing 

2. Time Wage 18. Product Sharing 

3. Task Wage 19. The Theory of Profit Sharing 

4. Piece Wage 20. Profit Sharing in Practice 

5. Objections Entertained to Piece Work 21. Critical Examination of Profit 

6. Progressive Wages Sharing 

7. Collective Task Wage 22. The Theory of Industrial 

8. Collective Piece Wage Cooperation 

9. Contract Work 23. The Practice of Industrial 

10. Cooperative Work Cooperation 

11. Piece- Wage Foremanship 24. Industrial Cooperation Rejects Profit 

12. Sub-Contract Sharing 

13. Objections Entertained to Sub- 25. Critical Examination of Theory of 

Contract Industrial Cooperation 

“The Sweating System” 26. The True Import of the Cooperative 

14. The Interference of Public Movement 

Authorities in 27. Practical Cooperation 

Regard to Sub-Contract 28. Yale and Towne Gainsharing 

15. Relations between Cooperation and System 

Trade Unionism 29. Morgan Crucible Co. Benefit 
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16. The Two Kinds of Cooperation Scheme 
30. L&SW Ry Col Institutions of 
Benefit of 
Employees 
31. List of British Profit-sharing Finns 
32. Profit-sharing Scheme in Force with 
Mr. Bushill 


Financial Incentives for 
Employees and Executives 
By Daniel Bloomfield 1923 


. General Consideration 

. Types of Wage Systems 

Piece Work 

. Day Work and Week Work 

. Principles of Bonus Plans 

. Bonuses for Increased Production 
. Bonuses for Improved Quality 

. Bonuses for Economy 

. Bonuses for Steady Attendance 
10. Bonuses for Length of Service 
11. Thrift Plans 

12. Profit Sharing 

13. Stock Participation Plans 

14. Mutual Benefit Associations 

15. Pension Plans 

16. Incentives in Retail Stores 

17. Compensation of Salesmen 

18. Compensation of Office Workers 
19. Incentives for Foremen and Executives 


Compensation Administration 
By David W. Belcher 
1955/1974 
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1. The Employment 
Exchange Model 

2. Compensation Theory — 
Economic 

3. Behavioral Science 
Compensation Theory and 
Research 

4. Job-Related Contributions 
5. Collection of Job 
Information and 
Determining Compensable 
Factors 

6. Job Evaluation — Non- 
Quantitative Methods 

7. Job Evaluation — 
Quantitative Methods 

8. Performance 
Contributions 

9. Personal Contributions 


10. Economic Job Rewards — 


Wage Level 


11. Economic Job Rewards — 
Wage Structure 

12. Economic Performance 
Rewards — Rate Rates 

13. Economic Performance 
Rewards — Incentive Plans 
14. Economic Membership 
Rewards 

15. Non-Financial Rewards 
16. Comparison Standards 
17. Compensation Policy 

18. Wage and Salary 
Surveys 

19. Wage Criteria 

20. Sales Compensation 

21. Compensation of 
Managers and Professionals 
22. Control and Integration 
of the Compensation System 


Compensation 
By Milkovich and Newman 
1999 


1. The Pay Model 

2. Strategic Perspectives 

3. Defining Internal 
Consistency 

4. Job Analysis (Jobs vs. 
People, 

Collecting Information, Job 
Descriptions) 

5. Evaluating Work: Job 
Evaluation (Job-Based 
Structures, Methods: 
Ranking, 

Classification, Point-Factor) 
6. Person-Based Structures 
(Skills, Competencies) 

7. Defining External 
Competitiveness 
(Competitive 

Pay Policy, Consequences) 


10. Pay for Performance 
Plans 

(Individual and Group and 
Long-term Incentive Plans) 
11. Performance Appraisals 
12. The Benefits 
Determination 

Process 

13. Benefits Options 
(Legally 

Required Benefits, 
Retirement and Savings 
Plans, Life Insurance, 
Medical) 

14. Compensation of Special 
Groups 

15. Union Role in Wage and 
Salary Administration 

16. International Pay 


GR4 RES 1.4 


© WorldatWork. All rights reserved. 


8. Designing Pay Levels and Systems 


Structures (Surveys, 17. Government’s Role in 
Relevant Compensation 

Markets, Design Ranges and 18. Budgets and 

Bands) Administration 

9. Pay for Performance: The 

Evidence 


The Changing Deal 


The new employment relationship that emerged in the 1980s and 1990s, the "New Deal," is 
characterized by changes: From long-term security with a single employer to "employability" 
among several; from permanent employees to core and contractors; from merit or seniority- 
based pay to greater emphasis on performance; from one-size-fits-all benefits to flexible 
packages that permit choice. 


This new deal was spawned by the new economy, with global competitive pressures that 
reward flexibility, strategic alliances, mergers, restructuring, technologically led productivity 
improvements and the demand for people willing to learn and adapt. Is it really that new? 
Figure 2 depicts employment relationships at each quarter century of the 1900s. Today’s deal 
shares elements with life in the first part of the 20th century. 


(Fig 2.) 


THE CHANGING DEAL 


Early 1925-1950 1950-1975 1990s 
1900-1925 
Compensation Individual Internal Internal Strategic 
Policies contracts labor equity Performance 
markets Market-based 
Performance Piece rates Profit Merit Performance- 
Contract sharing increases based 
rates COLAs 
Competitiveness Market- Internal Internal Market-based 
based equity equity Flexible 
Market Market structures 


adjustments adjustments 


Total Cash Cash-based Equity Total returns 
Compensation Incentives Benefits Flexible Cash, 
Focus Welfare Government benefits Variable 
services regulations Choice 
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Security Contracting Stability Predictability Employability 
and Commitment Agility 
commitment 


1900-1925: Incentives, Contracts, Few Safety Nets, Foreman-in-Charge 


The economy in the early 1900s was remarkably volatile: wild swings in the business cycle, a 
flood of immigrants, declining real wages and high turnover (300 percent in certain lower- 
skilled jobs). Employment-at-will meant exactly that, and it was the proprietor’s will that 
mattered. Owner-operated enterprises employed a larger share of the work force than today. 
Supervisors were accountable for hiring, firing and setting wages, as well as productivity and 
labor costs. Unfortunately, they too often exercised favoritism in fulfilling these 
responsibilities; taking bribes from those hoping to secure work or receive a promotion was 
not unusual. 


Not only was finding and holding a job uncertain, but the amount of take-home pay was also 
uncertain since it was frequently based on a piece rate. In some cases, even the base wage was 
not guaranteed. There was a true downside risk for employees. Incentives based on Frederick 
Taylor’s "scientific management" were seen as "best practices.” More than 60 percent of 
manufacturers responding to a 1920 National Industrial Conference Board survey reported 
using piece rates. Eighty percent of all workers were employed in plants where piece rates 
were used. 


Little was offered outside of cash compensation. Only a handful of companies offered 
pensions, profit sharing and guaranteed wages to skilled workers. There was little government 
regulation, and consequently few safety nets such as medical insurance, unemployment 
compensation, overtime pay, social security, etc. Economic security was closely aligned with 
the uncertainties of the marketplace and corporate performance. In the HR jargon of the early 
1990s, a cynic might say that employees "owned" their careers (i.e., it was up to the worker to 
stay employable, to manage the risks of performance-based pay and to deal with supervisors 
who possessed the authority to make unilateral decisions). 


1925-1950: Regulated Bureaucracies 


External jolts, much like earthquakes, disclose flaws in structures and trigger changes. A 
severe economic depression and World War II (WWII) jolted the second quarter-century of 
the 1900s. This tumultuous period also witnessed labor unrest, violent union organizing 
campaigns and long strikes. Unemployment reached more than 30 percent in 1939; company 
payrolls dropped by 60 to 80 percent. People who struggled to live on one day’s wage per 
month considered themselves fortunate to have work. 


Responding to the very real prospect of social upheaval, the government intervened with a 
range of social legislation and public works programs. Unions gained strength and became 
more intensively engaged in compensation decision making. As part of Roosevelt’s New 
Deal, laws passed to regulate compensation included the Social Security Act (1935), 
Securities and Exchange (1934), Wagner Act (1935), and the Fair Labor Standards Act 
(1938). The War Stabilization Board of WWII and its reincarnation during the Korean War in 
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the 1950s had a profound effect on compensation practices. Its controlled wage increases 
encouraged the adoption of fringe benefits and expanded the use of job evaluation to 
rationalize pay and promotion decisions. Formalized procedures, government regulations and 
negotiation with labor unions supplanted the supervisor’s contro] over compensation 
decisions. 


By the late 1940s, compensation had moved from the individual contract, incentive market- 
oriented system of the early 1900s to a system embedded in regulated bureaucracies. They 
were characterized as "internal labor markets" in which "webs of rules and procedures," 
collectively bargained terms and conditions and government laws and agencies regulated 
employment compensation. Medical care, pensions, vacations and greater job security all 
became an integral part of total compensation and rewards. 


The use of performance-based incentives also declined during this period, although they never 
totally went away. The internal labor market meant, at least for employees in large firms, that 
they would have jobs for life as long as their performance was satisfactory. In contrast to the 
more uncertain first part of the 20th century, pay increases became more predictable, since 
they were highly correlated with the consumer price index and negotiated through pattern 
bargaining between large trade unions and large corporations. Pay increases for managerial 
and other non-unionized employees were often based on union settlements. 


1950-1975: Predictability, Internal Equity, Continuing Regulation 


The Korean and Vietnam wars, business cycles and social legislation were major influences 
on compensation systems during the period from 1950-1975. Wage and price controls (or 
"guidelines") regulated compensation decision making. The 1963 Equal Pay Amendment to 
the Fair Labor Standards Act and Title 7 of the Civil Rights Act of 1964 focused attention on 
equal pay for equal work and internal equity. Compensation decisions became increasingly 
systematic and predictable. Merit increase grids, seniority-based increases, COLA clauses, 
career progressions and ladders and internal equity all supported increasingly detailed job 
analysis and job evaluation. The use of individual incentive plans declined, and benefits 
increased from 12 percent of total compensation in 1950 to 28 percent in 1975. A 1970 
Harvard Business Review article projected that benefits would top 50 percent by 1984. The 
future seemed safely predictable. 


1975 to Present 
The beginning and end of the 20th century have much in common: 


e Individualized variable pay based on performance 

e Intense competition for highly mobile skilled workers 

e A greater emphasis on the external market 

e Significant inflow of immigrants. 

Yet, these similarities are only a veneer. Competition in the 1990s is global as well as 
regional. Pay decisions and the returns from the employment relationship are more regulated. 
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Employment laws, tax laws, social welfare laws, interest rates and international exchange 
rates all now play a role in compensation management. 


Compensation remains a critical part of the employment relationship, but if the rhetoric found 
in this review is representative of reality, pay decision making is much more strategic now 
than at the beginning of the 20th century. Rather than a foreman managing a confusing and 
conflicting array of pay rates, today’s compensation decisions are intended to be aligned with 
the business strategy and signal valued employee behaviors. However, strategic compensation 
may enjoy more articles than adopters may enjoy. 


Admittedly, there are dangers in characterizing any period with a single label. While it may be 
convenient to label eras of pay, such labels also mislead. During the first part of the 1900s, a 
reasonable handful of companies such as P&G, National Cash Register and Ford did not 
follow the foreman-in-charge, piece rate approach. Rather, they adopted compensation 
systems that bear many similarities to practice today. While at some level of abstraction, the 
compensation systems of an era can be generalized under one label, a closer look reveals 
important differences in pay systems tailored to the specific context and time. 


Pay for Performance 


The second issue that stands out during a review of the past 100 years is performance-based 
pay. While paying people based on performance has been a salient topic in books, newspapers 
and magazines throughout the 20th century, specifics varied. Individual piece rates used early 
on were replaced by mid-century with team- or company-wide plans and merit pay. 


At the end of the 1900s, performance-based pay plans are diverse and complex, and depend 
on the strategic circumstances of cach organization. It would have been very uncommon for a 
person in 1900 or even 1950 to have a total rewards package that included awards based on 
individual contribution, profit-sharing bonuses and stock options, plus choices among various 
benefits and services. Such a package is increasingly common today. In the 1990s, the 
Conference Board, Towers Perrin and others reported that about 35 percent of member 
companies used individual incentives (i.e., performance bonuses rather than piece rates), 15 
percent used gainsharing, 35 percent corporate performance bonuses and 25 percent spot 
awards. The need for continuous productivity improvement, remaining competitive, 
improving customer satisfaction and controlling labor costs were the reasons given for the use 
of performance-based pay. 


Unfortunately, historical data that was collected systematically enough to permit comparisons 
of the different types of plans and the proportion of employees covered in different periods is 
sparse. However, case histories of individual firms such as Lincoln Electric, Ford and others 
do provide insights (Jacoby, 1991). 


While surveys of company practices have been available since the 1920s, historical 
performance measures have not been collected, making it difficult to understand any effects 
these plans might have had on corporate performance or employee behaviors. Absent 
evidence, the articles offer personal accounts, experience and belief attesting to the 
effectiveness of these systems. Beliefs (and doubts) about the effectiveness of various pay- 
for-performance methods are as strongly held today as they were 100 years ago. 
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By the early 1900s, scientific management had transformed incentive plans. The standards 
and rates under earlier plans were haphazard and prone to manipulation by both supervisors 
and employees. Frederick Taylor engineered differential piece rates by designing the work 
into discrete tasks and determining minimum times to complete them. In making his case for 
picce rates, Taylor argued that profit sharing and group performance programs were "too 
remote trom the workers.” Line-of-sight terminology came later, but the concept is not new. 


Group-based gainsharing plans gained ground during the 1930s and 1940s. Their most 
famous advocate, Joseph Scanlon, developed his plan while working for the Steelworkers 
Union. Five steelworkers and three management representatives worked out the details of the 
original plan, which continues to emphasize joint labor-management cooperation to solve 
production problems and improve productivity. Successful installations occurred in 1945 at 
the Adamson Company and in 1947 at the LaPointe Machine Tool Company. These plans 
spread to other manufacturers, replacing the individualized piece rate, which was increasingly 
described in the press as an unfair speedup. By 1950, Fortune magazine described the 
Scanlon plan as "Enterprise for Everyman." In that same year, Ford Motor distributed its 
manual on how to start and administer a Scanlon plan to other companies, and President 
Truman encouraged companies to use them. In 1953, 50 percent of U.S. workers were paid by 
some type of group-based incentive plan. 


During the 1960s and 1970s, the use of all forms of pay-for-performance plans was eclipsed 
by a greater emphasis on seniority and cost-of-living pay adjustments. U.S. Bureau of Labor 
Statistics surveys in the 1968-1970 period show that only about 20 percent of manufacturing 
workers were paid under incentive plans (compared to 50 percent in 1953); other industries 
show much smaller percentages. David Belcher’s textbook reports that incentive plans were 
being replaced by standard hour plans with seniority and cost-of-living-based increases. 
Similarly, managers’ and professionals’ pay was based on merit rates, experience and increase 
budgets. Usually only a small handful of executives enjoyed a significant portion of their 
compensation linked to productivity improvement and business performance. 


While there is no systematic study of the factors contributing to the rise and decline of pay for 
performance, it may be that the economic uncertainties inherent in variable pay, combined 
with volatile business cycles, inflation and the mismanagement of performance measures 
contributed to its decline. The insight allegedly offered by a union negotiator of that period, 
"You tell me the amount of pay increase we get, and I will tell you if like the plan," captured 
the point. 


Cautions about the use of incentives echo down the 20th century. Belcher’s 1955 textbook 
reports that employees believe that incentives cause speedups, use questionable performance 
measures, result in rate cutting, cause you to work yourself out of a job, shift risks to 
employees and foster a lack of trust and cooperation. Back in 1892, David Schloss’s textbook 
discussed objections to incentives and the "sweating system." Alfie Kohn revisited such 
concerns in his 1993 book Punished by Rewards. 


Responses to such criticisms continue to take the form of lists of principles that, if properly 


followed, insure the effectiveness of pay-for-performance systems. It is disquieting to 
compare the "basic principles for effective pay for performance plans" written in 1923 and 
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with those proffered 75 years later. As Figure 3 shows, the words may differ, but not the 
meaning. 


By the 1980s and 1990s, contemporary high performance work systems included a variety of 
approaches that attempt to foster a high-performance, high-commitment organization culture. 
The notion of embedding pertormance-based pay as part of cultural values is not unique. 
Scientific management in the early 1900s treated piece rates as part of the organization 
culture, the Scanlon gainsharing plan was part of a labor-management partnership and 
employee stock ownership programs were part of a culture of ownership. However, today the 
notion persists that gainsharing, profit sharing, stock options, teams and cooperation are 
somehow “nontraditional” approaches. 


Employee Benefits 


Most of today’s common benefits - paid vacations and holidays, health and hospitalization 
insurance, retirement savings plans - initially were introduced by a small number of 
companies around the turn of the 20th century. P&G introduced an early profit-sharing plan 
during a period of labor unrest. "Welfare benefits," whose aim was to improve the health and 
working life of employees, were financed unilaterally by a small number of individual 
companies. Washrooms, lunchrooms, company nurses, dentists, doctors, financial assistance 
for home purchases, subsidized housing, language and citizenship courses will be familiar to 
today’s readers with international responsibilities in developing nations. 


Pensions, guaranteed income plans, life insurance and savings plans were all introduced in 
varying degrees in the early 1900s. Statistics from 1929 show that only 5 percent of large 
firms provided profit sharing, 15 percent had health and accident insurance and 2 percent had 
a group pension plan. Most of these programs required continuous employment for a period 
of time (five to 10 years) before participation. Although advertised as a means to reduce 
turnover, the stringent eligibility rules excluded young and unskilled employees with the 
highest turnover rates. Nevertheless, some company leaders believed that these "welfare" 
programs would reduce labor disturbances. 


During the Great Depression, many existing programs were discontinued or became insolvent. 
At the same time, economic and social legislation passed to offset the dislocations caused by 
the Depression triggered other companies to start or reinstate welfare benefits. 


A major cause of a resurgent interest in benefits was the dramatic increase in union activity 
and membership. From a rate of 11.6 percent in 1930, union membership grew rapidly in the 
1930s and 1940s to a peak above 35 percent in 1945. Unions pushed for guaranteed wage 
plans and the use of seniority in determining wages, promotion and layoffs. Unions also 
helped convince the War Labor Board to permit increases 1n "indirect" compensation, which 
it termed "fringe" benefits, at the same time that wages were frozen. Fringe benefits were said 
to "increase worker morale and loyalty and mitigate the effects of the wage freeze." The 
number of firms providing these benefits doubled from 1940 to 1946. 


The final factor that solidified benefits’ role in total compensation was a 1949 Supreme Court 
decision compelling employers to collectively bargain benefits. Despite the precipitous 
decline in union membership since then (from 25 percent in 1975 to around |3 percent in 
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1998), benefits continue to enjoy widespread popularity. 


Therefore, benefits that started the 20th century as a unique compensation strategy offered by 
a select group of "welfare" capitalists to help insure a stable work force through the pressure 
of economic instability, social unrest and war, became "fringe" compensation. Sometime in 
the mid-1980s, faced with escalating costs (15 to 20 percent annually), the term "fringe" was 
dropped. Benefits are now considered part of a total compensation package. However, most 
organizations continue to manage them separately from other forms of compensation. 


TRW introduced the first flexible benefits program in 1974. Their program included three 
medical plans, eight life insurance plans, dependent life insurance and supplemental 
accidental death/dismemberment benefits. TRW’s rationale for implementing the program, in 
spite of unfavorable tax legislation, was that flexible benefits were beneficial for employee 
relations and eliminated the prevailing pattern bargaining approach. The Revenue Act of 1978 
permitted choice between taxable and non-taxable forms of compensation for the first time. 
American Can introduced a new generation of flexible benefits in 1978 that used flexible 
credits. Following this and other tax law changes, the adoption of flexible benefit plans 
increased, with the greatest increases occurring between 1983 and 1984, when the number of 
plans increased by 127 percent. The variety of plans increased as well, from simple salary 
reduction plans to more complex, highly flexible varieties. 


"Bellwethers" vs. "With the Flock" 


The final area of study is the differential approaches to change. Like the bellwether sheep 
whose movement is followed by the flock, some companies seem to anticipate or even create 
change, take risks and move. Others quickly follow. See "Going Back to the Future - A 
Timeline of Selected Pay Events," a chronology of selected compensation events covering the 
last 100 years. A number of compensation bellwethers are included in the figure. For 
example, Col. Procter was a bellwether when he included profit sharing, guaranteed work, 
pensions, disability and medical care and paid vacations in P&G’s compensation system. By 
1920, more than 40 leading firms had adopted similar systems. 


Henry Ford was a 1913 bellwether who boosted daily pay for production workers from $2.34 
to $5.00 and cut the workday from nine to eight hours. While Pfizer introduced broad-based 
options in 1952, Bill Gates was a 1980s bellwether with Microsoft’s emphasis on stock 
options for all employees, the value of which today significantly exceeds the value of base, 
bonus and benefits combined. Other compensation bellwethers include: 


e Townes’ 1889 gainsharing plan based on performance of teams rather than individual 
piece rate 

e H.-H. Franklin’s 1920s skill-based plan 

e General Electric’s broad career bands and pay zones that complemented their early 
1980s "delayering." 


What explains why some organizations are bellwethers, others are followers, and still others 
are not? The brief historical picture presented suggests that external factors create pressures 
for change: shortage/surpluses of critical talent, social unrest, concerns for justice and 
fairness, technological innovations, global competitive pressure, changing tax and 
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employment laws. 


Why do some organizations move first? Why did Col. Procter, Henry Ford, TRW, Bill Gates 
and others create significant changes in compensation systems? This question is up to the 
reader to answer. Identifying the catalysts of change and the characteristics of those who 
move first is not easy. It is clear that being a bellwether is not without risk. Competitive 
advantage in human resource strategies can be achieved through other non-compensation 
initiatives. Being different entails considerable risks, especially since compensation is the 
bedrock of most people’s economic well being. 


In product/service markets, first movers have well-recognized advantages that can offset the 
risks involved - higher margins, capturing market share, brand name recognition and creating 
barriers to entry. However, it is not clear that such advantages accrue to innovators in total 
compensation. Detailed analysis explains Ford’s decision to double wages in terms of work 
force stability (reducing 400 percent turnover), union avoidance and the like. Similar 
efficiency gains arguments apply to other innovators. Yet, why was it Henry Ford who moved 
first? Why didn’t his competitors? What, if any, benefits accrue into the future for being a 
first mover? It is reasonable to suppose that Ford’s first mover advantage disappeared as some 
of his competitors adapted. What happens to those who opt not to follow, but rather evolve an 
existing compensation strategy? 


If we cannot say why some are bellwethers, can we say why some are followers? Based on 
some theoretical work recently completed, it is believed that two primary forces cause 
organizations to adopt innovative practices: 


|. Institutional pressures or external forces outlined above 
2. Expected efficiency gains. 


The expected efficiency gain from innovation is a function of the organization’s strategic 
objectives, which are, in turn, affected by labor market conditions, the nature of the work, cost 
factors and employee preferences. 


A third issue is why, once these innovations are adopted, does the variability in their design 
seem to increase over time? Consider the earlier discussion of TRW’s flexible benefits. The 
logic underlying flexible benefits seems compelling, yet surveys show that about two-thirds 
of organizations with more than 1,000 employees still have not adopted them. Those plans 
that have been adopted vary considerably in the amount of choice they offer employees. 


Similar patterns emerge with pay-for-performance and other compensation practices. 
Bellwethers move first; then some of the flock follows, with variations. Others stay put. It 
may be that adapting to institutional forces and economic pressures cause organizations to 
change their compensation systems in unique ways, creating variability. Nevertheless, 
experience suggests that fads and fashions also play a role. 


Back to the Future: Lessons Learned 
Since the days of the 1900s owner/operator who bore sole responsibility for people’s pay, 


managing compensation has grown in importance. Laws regulate it, entire units within 
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organizations are devoted to it, countless surveys disseminate information about it, the 
Federal Reserve Board monitors it and a global professional association with 25,000 members 
is devoted to it. Almost no one is indifferent to it. Paralleling the growth in importance ts a 
growth in sophistication and complexity. ACA publishes a glossary of compensation terms; 
even a textbook devotes more than 20 pages to definitions. So many terms, they numb the 
mind. However, in light of such a rich and continuing history, what lesson can be learned 
from reviewing the material that will inform or influence decisions in the future? 


e End the search for the one "right" compensation strategy for organizations. There will 
always be compensation systems as different from one another as General Electric, 
Microsoft, Toyota and Citigroup are from each other. All four organizations compete 
globally, but all have different compensation systems. The systems these companies 
have today are different from what they had before and what they will have in the 
future. 


Rather than search for the "right" new pay approach, the changing deals of the 20th century 
tell us there is no such thing. Compensation systems will continue to differ, depending on the 
markets in which organizations compete, the regulations under which they operate and their 
technological innovations and strategic priorities. 


If change is a constant, it is easiest to adjust to it by improving understanding of the 
circumstances or the context in which it occurs. Which leads to the second lesson. 


e Understand what matters. Compensation decisions are influenced by a myriad of 
factors. Which ones matter most? Improving understanding of what in the context 
matters can help identify the changes required in compensation systems. 


After culling the brief history, a couple of factors can be extracted: 1) expected economic 
gains and 2) institutional pressures. Expected gains are a function of the shortages/surpluses 
of talent, the strategic intentions of the business and competitors’ practices. Major 
institutional pressures result from tax and employment legislation, the objectives and power 
of unions, the nations’ social contract, etc. Managing total compensation includes tracking 
and, where possible, influencing the shape of these factors via actively engaging in their 
formation. 


e Support pragmatic experimentation. Another lesson from the review is that changes in 
compensation systems evolve largely through trial and error. 


The past 100 years is a history of practical, applied experimentation, mostly independent of 
formal theoretical considerations. Though implicit, often unstated models and beliefs held by 
the managers probably guide their experimentation, formally articulated theories have not 
appeared to guide these innovations. In light of the pragmatic, applied nature of compensation 
decision making, some may question the usefulness of theory and research in managing 
compensation. However, we believe that absent the knowledge of theory and research, the 
trial and error approach risks being random, ad hoc and inefficient. 


Improving understanding of the factors that matter helps provide an understanding of why 
some changes are more likely to be useful and why others may be less so. Consequently, it is 
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believed that improved theoretical understanding will help address what changes and 
experimentation will be useful. At the minimum, the lesson is that experimentation in 
compensation practices is characteristic of a bellwether. Research can help inform 
bellwethers. This leads to the fourth and final lesson. 


© Continuous learning about compensation. Based on the review of the 20th century of 
compensation systems, the limited interaction between two activities essential for 
building understanding is striking. These are research: the disciplined pursuit of 
systematic knowledge; and practice: people working together through trial and error to 
build practical knowledge based on their experience. Compensation research and 
practice typically occur in disconnected, specialized organizations (businesses, 
universities, consultancies), and there is little in the past 100 years that could be called a 
trend toward greater interaction for building knowledge and capacity. 


There are some exceptions, of course: Scanlon worked at MIT and in the field; several 
university-based research centers, corporations and ACA are experimenting with various 
forms of alliances to build knowledge through research and joint ventures. Perhaps such 
knowledge and capability activities are not sufficiently "newsworthy," hence they have been 
excluded from newspapers and business magazines. If such alliances continue when the 
history of the 21st century is written, hopefully they will be included. 
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Going Back to the Future — A Timeline of Selected Pay Events 


1889-1899 


ae et a aancsbimmnennasthemnenniamanatamematiiemiae eatevite att 


1889 ~ Gainsharing 
introduced: Term gainsharing 
first appears in an article by 
Towne, who measured the work 
unit's costs and productivity and 
then shared future gains with 
workers. Also, Gilman’s book on 
profit sharing published. 


1890 — Welfare capitalists 
introduce profit sharing and 
employee services: Procter and 
Gamble and 40 other companies 
offer profit-sharing plans and 
other welfare programs. 


1910-1919 _ 


1911 — Group life msurance: 
First group life insurance plan for 
employees offered by the Panta- 
sote Leather Company. 


1914 — Expanding 
work-based welfare 
programs: The National Civic 
Federation listed more than 2,500 
companies as being engaged in 
some form of welfare work. 


1916 — Deferred profit 
sharing: Harris Trust & Savings 
Bank offers the first deferred 
profit sharing plan. 


1929 - First million-dollar 
CEO: E. Grace of Bethlehem Steel 
becomes first CEO to earn a million 
dollars. He eamed $12,000 in 
salary and a $1.6 milion bonus. 


1929 — Blue Cross: Prepaid 
medical costs initiated at Baylor 
University Hospital. 


1929-1935 _- 


Depression: Unemployment rate 
exceeds 30 percent. Payrolls 
reduced by 60 to 80 percent. 


ae, ean ENE EN NIN 


1891 — Bureau of Labor 
Statistics (BLS) surveys: One of 
the first significant BLS surveys 
conducted, resulting from a Senate 
Tequest to investigate the effects of 
tariff legislation on wages and 
prices. The BLS developed wage 
rate history back to 1860 and a 
more limited history to 1840. 


1892 — First textbook in 
compensation: Schloss's Meth- 
ods of Industrial Remuneration 
published, one of first textbooks 
on compensation. 


1916 — First National 
Conference of Personnel 
Managers 


1916-1920 - WWI: Labor 
shortages, declining productivity 


and social unrest. 


» Personnel departments in 
companies handle labor prob- 
lems, reducing the power of 
the foremen-in-charge. 


1930-1939 _ 


1931 — Davis Bacon Act: 
Requires public construction project 
contractors pay “prevailing wage.” 
1932 — Managers as 
agents: Berle and Means argue 
that managers’ compensation 
package should encourage man- 
agers to act like owners. 


1933 — National Industrial 


Recovery Act: Establishes work- 


ers’ rights to collectively bargain, 
standardized work hours and a 
minimum wage. 


RN AR EE IN OE RON SEE RRO RI So he 4 
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1895 — Taylor's Incentive 
System introduced: Frederick 
Taylor presents his paper on dif- 
ferential piece rate incentives. 
Based on engineering principles, 
his program advocates setting 
precise standards for establishing 
the rate of work and clearly 
linking the amount of rewards to 
levels of performance. 


+ Increased wage standardiza- 
tion resulted in the advent of 
job evaluation and wage struc- 
tures. 


+ The War Labor Board 
enforced two principles: 1) 
Workers should be able to join 
unions without interference 
and 2) There shoutd be indus - 
try-wide standards for wages 
and working conditions (eight- 
hour day, paid overtime, living 
wage). 


1935 — Wagner Act: 
Requires employers to bargain 
over wages, hours, and condi- 
tions of work if a majority of 
employees desire union 
representation. 


1935 — Social Security Act: 
Shift to more substantial welfare 
state. 


1938 - Fair Labor 
Standards Act: Law regulating 
mum wage and child labor. 
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1902 - NCR creates Labor 
Department: NCR establishes its 
Labor Department, which was 
responsible for employment, pay- 
roll and welfare programs. 


1904 - Stock bonus: Dupont 
establishes stock bonus plans to 
recognize high performing man- 
agers. Up to $10,000 per year is 
awarded. 


1920-1929 


1920s ~ Pay-for-Skill 
appears: H.H. Franklin Company 
rewards employees by paying them 
an additional 4 percent for every 
new process they learned. 


1920s - Stock ownership 
inereases: As the value of stocks 
increase, employee stock owner - 
ship also increases. By 1928, 1 
million employees own $1 billion 
worth of their company’s stock. 


1938 - First Hay Point 
Pian: Established at the Pennsyl- 
vania Company, a commercial 
bank with 1,100 employees. 


Going Back to the Future — A Timeline of Selected Pay Events 


1942 - Wage Stabilization 
Act: Pay levels are frozen to 
control inflation and boost pro- 
duction of war materials, leading 
to an increased use of job evalu- 
ation, wage structures and sen- 
iority rules to promote internal 
equity. 


1943 - The term “fringe 
benefits” used: The War Labor 
Board coins the term “fringe ben - 
efits” to refer to indirect benefits 
such as medical insurance, pen- 
sions and profit sharing. The use 


1955 — American 
Compensation Association 
founded: Its membership in 
1999 is more than 25,000. 


1958 - Expatriate Pay: AMA 
conducts study on compensation 
practices of managers and execu- 
tives on international assign- 
ments. 


1970-1979 (wa) ‘|, 


1950-1959 (on) 


1940-1949 2 


of these benefits increased dra- 
matically to mitigate the effects of 
the wage freeze. 


1945 — Scanlon Pian: First 
reported installation of Scanton 
gainsharing plan, developed by J. 
Scanlon in 1938, at Adamson Co. 


1945 — Union membership: 
Peaks in the United States at 35.5 
percent. 


1960-1969 


oren.+ rasemnmnensser esemaasne vter-tiae 35ah 


Early 1960s - Wage 
guidelines: Council of Economic 
Advisors ties wage and benefit 
increases to productivity increases. 


1963 - Equal Pay Act: 
Requires equal pay for equal 
work regardless of gender. 


1964 - Title VII Civil Rights 
Act: Prohibits employment dis- 
crimination on the basis of race, 
gender, national origin or religion. 


1980s-1990s_ __ 


LE ES ES CT: 


1949 — Bene 


bargained: Supreme Court 
upholds lower court decision in 
Inland Steel vs. USWA, stating 
that employers must bargain 
employee benefits. 


1969 - Stock options lose 
favor: Options fall out of favor 
for the next decade due to tax 
changes, inflation and a bear 
market. 
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1950-1959 


1950 — Stock options: Use of 
stock options increases due to 
favorable tax treatment. 


1950 — Executive 
compensation surveys: Arch 
Patton and American Manage - 
ment Association begin conducting 
executive compensation surveys. 


1952 — Employee-wide 
stock options: Pfizer introduces 
one of the first broad-based 
stock-option programs. 


1970-1979 4 


1973 - HMO Act: Spurs 
growth of Health Maintenance 
Organizations. 


1974 - Flexible benefits: 
After four and a half years of 
research, TRW implements the 
country’s first flexible or cafete- 
ria-style benefits program, offer- 
ing three health insurance 
programs, eight life insurance 
options and accidental death and 
dismemberment insurance. 


1974 — ERISA passed: Regu 1980s - Comparable worth: 1980s-90s - Delayering options compared to base and 

lates private pensions and imposes Legislation proposed creating and broadbanding: As part of bonus. 

finandal and accounting controks. tt standard for gender-based pay its "Work-Out,” General Electric 

does not require companies to pro- comparisons based on internal reduces organization levels and 1 993 - Cap on tax 

vide pensions, but if offered, they measures of worth, ignoring institutes career broad bands and deductibility of CEO pay: Con- 

must comply with ERISA market effects. Not passed. pay zones. Many other organiza- gress puts a $1 million cap on the 
tions follow suit. tax deductibility of salaries. As a 

1978 - Tax law favors 1980s-90s — High result many CEO salaries rise to 

flexible benefits: Revenue Act of performance / High commitment 1990s - Broad based just under $1 million as options 

1978 permits choice between tax- work practices: Greater focus on options become significant and other non-salary items 

able and non-taxable forms of com- performance and results, group portion of total compensa- increase. In 1996, the average 

pensation, which lessens tax burden incentives and team-based pay. tion: Microsoft and other soft - total compensation for large com- 

for companies offering flexible bene- ware firms radically change the pany CEOs is $5.8 million up 54 

fits. Creates the 401(k) defined con- mix of compensation for all percent from 1995. 

tribution retirement savings plan. employees to emphasize stock 
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Broadbanding 
is That Your Company’s Final Answer? 


Michael Enos 
Greg Limoges 


Regis Philbin, host of the popular quiz show “Who Wants to be a Millionaire?”, may never 
ask his guests a question on how to effectively implement a broadband compensation 
program. But, if you are in the business of compensation, that is a million-dollar question. 


Broadbanding is defined as a human resources strategy that consolidates a large number of 
relatively narrow grades into much fewer bands with wider salary ranges (Gilbert and Abosch 
1996). Companies have taken two approaches to broadbanding: 


e Broad grades. Broad grades have relatively wide pay ranges and hold many of the 
traditional salary administration characteristics, such as midpoints and quartiles. 

e Career bands. Career bands tend to have extremely wide salary ranges, or no ranges at 
all, and tend to emphasize career planning and training more so than broad grades 
(Abosch and Hand 1998). 


Broadbanding is not a new concept. Many companies incorporated banding in the early 1990s 
at the height of downsizing and, since then, the movement has not lost its luster. Most 
companies that operated with broadbands in the early 1990s continue to do so, and more 
companies are converting their grade systems into bands (Abosch and Hand 1998). 


This article shares investigative data from 10 companies that recently and successfully 
converted from salary grade systems to broadbanding. (See “Survey Methods and 
Procedures.”) Additionally, the results found in this small but qualitative study are compared 
to those found in a more elaborate 1998 study on broadbanding sponsored by WorldatWork. 
The intent is twofold: to provide helpful ideas to those considering a change in their 
compensation programs, and to educate those interested in learning more about broadbanding. 


Specifically, the following questions are posed: 
« Why do companies implement broadbanding? 


e Who champions a successful program? 
e What issues are addressed during the conversion? 
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How is broadbanding communicated to employees? 
How do companies evaluate a program? 

What are the caveats to implementation? 

What are the outcomes? 


The Life Lines of a Successful Broadband Program 


Several themes characterize how companies successfully implement broadband programs. 
Based on study results, a successful broadband program is 


e Championed by a team of high-ranking corporate officials. 

e Implemented for a combination of business and human resources needs. 

¢ Designed in such a way that the number of job families and bands are based on business 
needs and market practices. 

Driven by human resources in partnership with management. 

Communicated to employees using a variety of vehicles. 

Carefully developed and rolled out to employees over an extended time period. 
Evaluated using a variety of measurement methods (c.g., surveys, focus groups). 


Survey Methods and Procedures 
Survey participation 


Companies that participated in the survey had to meet the following 
criteria: 


e Recently implemented a broadband compensation program 
e Diverse range of businesses 
e Global focus. 


Participants who completed the survey in September and October of 
1999 were representatives of human resources departments. 
Participants came from 10 companies representing a variety of 
business sectors including 


Telecommunications 
Banking 

Computer hardware 
Leisure 
Transportation 

Drug. 


Of the participating companies, 60 percent were Fortune 100 
companies and 70 percent employed more than 50,000 workers (both 
exempt and nonexempt). The average 1999 revenue of the 
companies was $25,283 million, while the median revenue was 
$18,628 million. 
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Survey instrument 


The survey instrument consisted of a variety of open- and closed- 
ended questions. Descriptive statistics and frequency distributions 
were applied to analyze the quantitative data. Qualitative data were 
analyzed using a theming and coding process. 


The process of theming and coding involves organizing qualitative 
data into whole units, coding the data (noting which company 
provided the data), and finding patterns or themes that emerged from 
the data (Creswell 1994). 


To ensure the integrity of the data, the researchers used a member 
checking process to confirm the data with the participants and a peer 
debriefing process to test out ideas and interpretations of the data 
(Erlandson et al. 1993). 


A Closer Look at the Results 


Additional findings included trends, similarities and dissimilarities across the participating 
companies. 


Why Do Companies Implement Broadbanding? 
Companies implement broadbanding for various reasons (See Figure 1), primarily to: 


e Enable flexibility and simplify support in meeting unique business needs (90 percent) 
e Link to market-based compensation (90 percent) 

e Improve speed of decision-making/minimize bureaucracy (80 percent) 

e Reduce hierarchy (60 percent). 


Fewer respondents indicated that their companies implemented their compensation programs 
to optimize mergers and acquisitions/joint venture transitions (50 percent), and even less 
offered cost reduction as a reason (10 percent). 


Who Champions a Successful Program? 


Ask any change agent how to effectively manage change in an organization and the reply 
often given is “‘get support from upper management.” In terms of implementing a 
broadbanding program, this theme was prevalent in the data. 


Participants provided a variety of responses to the question, “Who in your company 
sponsored or championed the broadband program?” with answers such as: 
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Business unit human resource leaders 
Chief executive 

Director of compensation 

Director of finance 

Director of human resources 
Operations management in the field 
Top management 

Vice president of human resources 


These responses revealed three interesting themes: 


e Rank. In 100 percent of the cases, the responses described high-ranking corporate 
officials. 

e Frequency. Some positions were noted more often than others. For example, 40 percent 
of the companies indicated that broadbanding programs were championed by directors 
of compensation; 30 percent by HR executives (HR director and vice president, HR); 
and 20 percent by chief executive officers. 

e Multiple responses. Companies tended to provide multiple responses, which suggested 
the use of “collective teams” of champions. 


What Issues Are Addressed During the Conversion? 


As one can imagine, converting from a grade system to broadbands requires many 
compensation program changes, with special attention to alterations in job families, job titles 
and pay platforms to successfully convert from grades to bands. 


Job families 


In this study, job families were defined as a group of related positions. For example, HR is a 
job family that might consist of several related positions such as HR generalist and 
compensation and/or benefits consultants. 


Participants were asked to discuss how their newly implemented compensation program had 
an impact on the number of job families in their organization. The results suggested that 80 
percent of the companies reduced the number of job families. Based on participant comments, 
there appeared to be no “magic” number of job families. Rather, the number of job families 
was driven by unique business and human resources needs. 


Job titles 


Similar to the pattern of responses found in regard to job families, participants noted that their 
companies significantly reduced the number of internal job titles. In fact, the results showed 
that 90 percent of the companies reduced the number of job titles and made them more 
generic. 


Although companies reduced the number of internal job titles, the use of external job titles or 
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business titles seemed to be an acceptable practice. Business titles were permitted among 60 
percent of the surveyed companies. 


“We encourage using internal titles for purposes of job code assignments, position matching 
for surveys, etc., but (we) do allow business card titles for external use,” said one 
representative participant. 


Grades to bands 


Participants were asked an open-ended question that asked how job levels were changed as a 
result of converting from grades to bands. It should come as no surprise that 100 percent of 
the participants indicated that grades were replaced with a fewer number of bands. Following 
are a few representative comments from participants: 


e Reduced the number of levels from 21 to 7. 
e Converted from about 18 grades to 6 levels. 
e Reduced from about 18 to 8. 


Data analysis indicated that there was no uniform number of bands that all companies 
embraced. This suggests that the nature of the organization’s job structure may influence 
decisions about the number of bands. 


Mapping process 


Participants responded to an open-ended question that asked them to describe the mapping 
process of how employees were assigned to specific pay bands. The results suggested that 40 
percent of the companies relied on market data to assign employees to pay bands. Other 
approaches mentioned included company task teams, employee polls from a job content 
standpoint, direct conversion methodologies and an assessment of skills/competencies. 


Of note, all participants said the mapping process that their companies followed was focused 
at the job level vs. the employee level. In other words, the focus was not on employee skill 
sets, but rather the position. 


In a follow-up question, participants were asked to describe the roles that employees, 
managers and HR played in the mapping process. The most common theme was that HR 
partnered with managers, and sometimes employees, to accomplish the mapping process. 


A second theme that emerged was that HR served as project managers during this task while 
manager and employee input was used to shape operational decisions. Following is a 
representative list of survey responses that fell within this theme. 


e Employees wrote their own descriptions; managers reviewed; HR reviewed and 
approved. 

e Process driven by HR. Managers and employees provided input regarding job 
responsibilities. 

e Managers participated in surveys and focus groups and HR was the project leader. 
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e Managers and HR worked very closely together during this process to determine where 
employees should go. 


Changing the employee hierarchical levels is an issue that compensation professionals may 
grapple with during the mapping process. Specifically, companies converting to broadbands 
may want to rectify the status of jobs that were erroneously classified while in the grade 
system. Study results suggested that companies were opportunistic, as 70 percent of the 
companies either increased or decreased the hierarchical status of employees during the 
mapping process. 


Design and Roll-Out 


How long does it take for organizations to adequately design and communicate a broadband 
compensation program? Apparently, designing a compensation program (through approval) 
can be time consuming, as all companies indicated that it took longer than 10 months. 
Communicating the program to employees also required a lengthy time commitment. In 
testimony, 70 percent of the companies indicated that it took eight months or longer to 
communicate the program. Only one in 10 companies indicated that it took less than three 
months. 


As with any large-scale change made in an organization, one can expect some degree of 
resistance from employees. However, an effective communication plan can minimize the 
opposition. Figure 2 offers a checklist that captures key messages companies delivered to 
employees when communicating their broadband programs. Notice that the list caters to the 
oft-asked question: “So, what is in it for me?” By communicating these issues, companies 
were able to prepare employees for change and improve the likelihood of the broadbanding 
program’s acceptance and vitality. 


Training/Communication 


Even a best practice training strategy will not guarantee a successful broadbanding program. 
However, it would be wasteful for companies to spend all the time, money and resources to 
design a plan if they were not committed to spending the requisite time and energy fora 
successful implementation. 


Regarding training and communication, survey participants were asked to answer a series of 
questions. The results suggested that companies used a variety of communication vehicles to 
inform managers and employees about broadbanding. Most commonly used communication 
vehicles included: 


Written information (100 percent) 

E-mail (80 percent) 

Formal training (80 percent) 

Intranet (30 percent) 

Meetings with human resources manager or specialist (30 percent) 
Meetings with business managers (30 percent) 

Videos (30 percent) 

Computer-based training (20 percent). 
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In all cases, more than one communication vehicle was used. Of significance, all the 
companies that used formal training as a source of communication sent between 81 and 100 
percent of their managers to the training sessions. 


How Do Companies Evaluate a Program? 


Participants offered varied responses regarding how they evaluated the success of their 
broadband program, as well as regarding the challenges they encountered as a result of 
implementing broadbands. 


Respondents were asked to indicate whether their companies developed formal measurements 
to evaluate the success of their compensation program. Of the companies, 70 percent 
indicated “yes,” while 30 percent indicated “no.” Those companies that responded 
affirmatively noted the following formal metrics: 


Feedback surveys with directors 

Interviews with executives 

Movement of employees between bands and business disciplines 
Reduction in turnover 

Improvement in competitive pay 

Employee surveys and focus groups 

Time/resources spent on job evaluation and compensation issues. 


What Are the Caveats to Implementation? 


One would be naive if he or she expected the implementation of a broadband program to go 
without hitting a few bumps in the road. Following is a list of obstacles that companies 
reported experiencing during their implementation process: 


Delivery of market data to managers 

Employee perceptions of less promotional opportunities 
Creating understanding among all parts of the organization 
Program cost 

Elimination of levels 

Employee frustration concerning generic job titles 

Educating managers on how to give performance discussions 
Shifting from an entitlement culture 

Quality of compensation survey data outside of the United States 
Cultural differences (abroad vs. domestic). 


Clearly, the obstacles encompassed a broad spectrum. It can be argued that company cultures 
may play a large role in determining what obstacles companies will face. 


Reflection 


We have all heard the expression “hindsight is 20/20.” To tap into the experience and 
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expertise of the companies that successfully implemented broadbanding, survey respondents 
were asked “If you had the chance to do it over again (implement a broadbased compensation 
program), how would you do it differently?” The following paraphrased comments were 
gleaned from the data: 


Communicate more from start to finish. 

Use managers as a conduit for communication. 

Conduct focus groups to test the program before roll out. 
Educate top management more thoroughly. 

Involve middle management in the decision process. 
Resolve all design issues before roll out. 

Roll out international program simultaneously. 

Take it slower — Don’t rush the design or the roll out. 


As evidenced by the diversity of the comments, a number of elements are key to a successful 
implementation. 


Expectations 


So, does broadbanding meet company expectations? To add insight, participants were asked 
to list three expectations of their broadband programs and self-report the degree to which they 
felt the expectations were met (or unmet). The list of expectations that participants listed were 
classified into four themes: 


e Improve efficiency 

e Develop market-based system 

e Facilitate culture/career development 
e Promote flexibility. 


The results suggested that all expectations were met at least “somewhat.” Figure 3 is a 
representative list of expectations, reported by theme, that participants provided. These results 
spell out very convincingly that broadbanding was successful in meeting a variety of 
expectations. 


Parallels with Related Research 


The results of this study reaffirm the results of a previous broadbanding study (Abosch and 
Hand 1998) sponsored by WorldatWork. Data for Abosch and Hand’s study were collected 
from executives, HR professionals, managers/supervisors and employees from 73 companies 
that lived in a broadbanding environment. In addition, longitudinal data (1994 to 1998) from 
33 broadbanding companies were collected and analyzed. 


Although our study was not designed to replicate Abosch and Hand’s study, the results, for 
the most part, seem to go hand-in-hand. For example, regarding why companies implemented 
broadbanding, both studies found that establishing a more flexible organization and creating a 
flatter organization were prevalent themes. Further, in terms of job titles, both studies found 
that consolidating or streamlining titles was a common practice. 
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Another commonality between the two studies was that companies used a variety of methods 
to introduce broadbanding to employees, while written information in the form of brochures 
and booklets was the most frequently applied method. In addition, using market data to map 
jobs into bands was shown to be the choice of preference by companies in both studies. 
Finally, regarding the effectiveness of broadbanding, the findings in both studies showed that 
broadbanding was at least somewhat effective in facilitating a new culture, promoting 
flexibility and improving efficiency. 


Study Limitations 


Like any study, there are limitations that should be addressed. One limitation is the number of 
companies (10) that participated. The sample size does not allow for the results to be 
generalized statistically. However, generalization was not the intention. The main goal was to 
capture best practices of companies in regard to implementing broadbanding programs. A 
mostly qualitative approach was taken to provide richness to data that quantitative studies 
often miss (Erlandson et al., 1993). 


A second limitation was that information was collected from HR professionals only. Although 
a human resources perspective is insightful, the results may have been strengthened if data 
were gathered from multiple sources, such as executives, managers or employees who worked 
outside of HR. 


Closing Remarks 


Because every company differs, the results are not meant to be interpreted as a blueprint of 
how to implement a broadband program. However, the results do provide nuggets of 
information, strategies and lessons learned that can be transferred to organizations to help 
facilitate the implementation of a broadband program. 


Clearly, moving a company from a traditional compensation program that utilizes a grade 
system to a banding environment is no easy feat. However, a solid game plan from the onset 
will help offset the potential pitfalls of a failed implementation. 


Webnotes 


Visit our Web site at www.worldatwork.org and go to Information Central. There you will 
find ResourcePRO, a powerful database that holds almost 4,000 full-text documents on total 
rewards topics. 


For more information related to this article: 


e Log in to ResourcePRO Search and select Pro Search in the Member-Only Area 
e Select the Rewards Category: Compensation 

e Select the Major Topic: Base Pay 
e Select the Specific Topic: Broadbanding 
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aeicwa Key Messages 


+ List the major reasons for the change and personalize the message 
as close to the employee as possible. 


+ Discuss how the new program links to the business strategy. 


+ Show how the program increases flexibility both from a 
management perspective and employee opportunity 


+ Mention how the program is competitive and market driven, 
thus enabling external equity. 


+ Describe how the structure aligns with the market. 


+ Point out how the program supports the flattening of the 
organizational structure, accountability, and the decision-making 
of employees. 


+ Describe the components of the program and the process that was 
used to design it. 


+ Indicate how the program promotes fairness. 


* Describe how the implementation of the program will not cause a 
disruption of business or customer requests 


Theme: Improve Efficiency 

+ Align job structures to new businesses 

+ Reduce hierarchy 

+ Reduce work for compensation and human resources 


Theme: Facilitate Culture/Career Development 

+ Develop skills required for business 

+ Enable developmental job changes 

+ Increase responsibility for managers to make compensation 
decisions 

+ Cross band moves 


Theme: Develop Market-Based System 
+ Incorporate competitive compensation 
+ Establish fairness 

+ Use market-based pay 


Theme: Promote Flexibility 

* Create a faster, more flexible and responsive system 
+ Consider market flexibility 

+ Facilitate movement between companies 
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WorldatWork Journal 


Volume 11 Number 4 Fourth Quarter 2002 
Looking into the Crystal Ball of Base Pay 
Christian M. Ellis and Amy J. Halliburton, Sibson Consulting, A Segal Company 


An initial glimpse into the crystal ball of base pay shows us a challenging future that 
will indeed require creativity and fresh thinking. 


It would not be a revelation today to offer the viewpoint that base pay systems in the 
United States and around the world are in need of repair. Merit pay, for example, is 
the poster child of ineffectiveness across corporate America. Indeed, several of the 
articles in this special Journal edition discuss the problems as well as potential 
solutions facing organizations as they try to increase the effectiveness and return on 
investment of their largest human resources cost: base pay. As one general 
manager of a chemicals company division put it, “We spend $40 million a year on 
base salaries and have no idea what we get in return for this investment.” 


But the challenges involving base pay only begin with the present day. As 
companies invest significant resources into redesigning merit matrixes or 
streamlining job evaluation systems, they may be solving today’s problems, but what 
about the challenges of tomorrow? Rather than polishing the ugly stone of today’s 
base compensation system, perhaps organizations should be looking ahead into the 
business landscape of the future and asking the bigger questions: What should base 
compensation systems look like in three, five or even 10 years? 


The process of taking a longer-term view begins with understanding the key forces 
that shape and will continue to shape the business landscape and marketplace for 
talent during the next several years. Once these forces are understood, one then 
can ask the big questions relating to total compensation, and specifically, base pay, 
and explore their implications over the long term. From this exploration business 
leaders can develop compensation strategies and programs that will meet the 
emerging and evolving needs of their work force. 


Understanding the Forces 
Five key forces, with long-term base compensation implications, will continue to 
shape the human resources landscape: 


e There is a talent shortage. While it may not feel like it right now, there is and 
will continue to be a shortage of talent in the American economy. The U.S. 
Bureau of Labor Statistics projects that between now and 2006, the number of 
new jobs in the economy will exceed the number of workers by up to four 
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million:! By most accounts, this shortage will not just be at the blue-collar level, 
but at the professional level involving “high impact” and knowledge-worker 
jobs. We clearly are heading back to a seller's market for labor. 

The work force has increasingly diverse compensation needs and desired 
employment relationships. This is not breaking news, but it cannot be 
ignored or overlooked, no matter how cliché. Have organizations truly 
contemplated the implications of a work force with increasingly diverse values, 
value propositions and desired employment relationships? Older employees, 
for example, are looking to work beyond the age of 65 but will look to “phase 
out” of a full-time schedule and reduce the number of hours worked as they 


approach the ages of 75 or even 80.!! Younger employees are seeking more 
flexible work arrangements that involve flexible work hours and telecommuting. 
According to a recent study conducted by the International Telework 
Association and Council, an estimated 24 million Americans regularly or 


occasionally telecommute.!!! Meanwhile, the number of contract or contingent 
employees is expected to rise dramatically within the next few years, with some 
studies predicting that up to 30 percent of the American work force may be 
something other than full-time “permanent” employees, such as contractors, 
consultants and temporaries.|Y Finally, the talent shortages coupled with 
diverse perspectives on employment will fuel highly fluid labor markets. A 
recent study conducted by the Segal Company, Sibson Consulting’s parent, 
found that 50 percent of employees do not expect a “lifetime job” and are less 


likely to stay with the same company for the majority of their career.” And we 
all have seen those eye-opening survey results that show the average person 


in the United States from ages 18 to 32 holds nearly nine jobs.¥! 

The way work gets done is changing. Not only are people becoming more 
diverse in organizations, but so is the nature of their work. Increasingly, the 
nature of work is more knowledge-based, project-oriented, technical and less 
routine. Employees often are organized in teams within a “virtual” organization 
structure with fuzzy boundaries and even fuzzier governance. Job descriptions 
are dying out and roles are constantly evolving. Work products require more 
collective effort across broader geographic boundaries and organization 
functions. While organization effectiveness gurus preach the gospel of 
simplicity, the workplace is clearly getting more complex than ever. 
Globalization is on the rise. As companies become more global, 
compensation systems must evolve to meet the needs of the global enterprise. 
United States multinational corporations (such as General Electric, Ford and 


Pepsi) employ an average of 33 percent of their work force oversees.” '! Just 
like the U.S. marketplace for talent is increasingly fluid, so is the global 
marketplace for talent, with an emerging international cadre of managers and 
professionals willing and able to be mobile on a global basis. 

Information about pay is proliferating in all the wrong places. Employees 
today are bombarded by information about base pay everywhere except where 
they need it most -- within their own organization. A recent search of free online 
compensation services returned 52 Web sites. Moreover, via chat rooms, e- 
mail, Web sites (e.g., salary.com) and other online activities, people continue to 
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share more and more information and misinformation about pay levels and 
practices. At best, the superficial nature of the data fosters misunderstanding 
and frustration. At worst, it precipitates a move to supposedly greener 
pastures. 


Furthermore, employees today are highly dissatisfied with the level of information 
that their own companies share about pay programs and how pay decisions are 
made. The Rewards of Work: What Employees Value (WorldatWork/Sibson 
Consulting, 2000) found that a whopping 50 percent of employees in America are . 
unhappy with their company’s pay process: the decisions that lead to the distribution 
of pay, how promotions are decided, how jobs are valued and how people progress 


in their careers.“""! The Knowledge of Pay Study: E-mails from the Frontline 
(WorldatWork/The LeBlanc Group, 2002) found that only 31 percent of employees 
were satisfied with the information their organization gives on important pay issues, 
and a meager 29 percent indicated satisfaction with the openness of the 


organization in sharing pay system information.|* Interestingly, the same study 
showed a strong link between pay satisfaction and openness of and access to pay 
information -- exactly the areas where most companies are falling short. (For further 
analysis of this issue, see article "Improve Base Pay ROI by Increasing Employee 
Knowledge. ) 


These five forces suggest that a significant change is needed in the way that 
companies think and communicate about total compensation, and more specifically, 
about how base pay is structured and delivered in their organization. 


Asking The Big Questions 

Armed with an understanding of some of the major forces shaping the future of the 
human side of organizations, business leaders should be asking the tough questions 
that will need to be addressed and answered about base compensation sooner 
rather than later. These big questions include: 


e How will your organization design and manage base pay systems to attract and 
retain needed talent in a fluid labor market where demand is greater than 
supply and the quality of market data is increasingly questionable? 

e How will your organization design and manage base pay to reflect the needs of 
a highly diverse work force characterized by very different employment 
relationships and compensation needs? 

e How will your organization design and manage base pay systems to reflect and 
align with the new ways in which work is getting done and the organization is 
structured? 

e How will your organization design and manage base pay systems to balance 
the needs of a global enterprise with the demands of multiple local 
marketplaces and practices worldwide? 

e How will your organization communicate base pay information to achieve 
greater understanding of and satisfaction with base pay? 
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Looking Into The Crystal Ball Of Base Pay 

Now that we have explored the forces shaping the people landscape and have 
asked the big questions, it is time to bring out the crystal ball and peer into its cloudy 
interior to begin to see what the future holds. In his book, The Art Of The Long View, 
Peter Schwartz describes this process as not so much about predicting the future, 
but about “perceiving futures in the present.” He further describes it as “a creative 
experience that transforms information of strategic significance into fresh 
perceptions.” An initial glimpse into the crystal ball shows us a challenging future that 
will indeed require creativity and fresh thinking. (See Figure 1.) 


FIGURE 1: A Glimpse into the Crystal Ball of Base Pay 
An Emerging View of the 


Force The Big Question Future 

There is a How will your e Salary ranges and 
talent organization structures will evolve to 
shortage. structure and accommodate the 


manage base pay 
systems to attract 
and retain needed 
talent in a fluid 
labor market where 
demand is greater 
than supply and 
the quality of 
market data is 
increasingly 
questionable? 


attraction of needed 
talent in tight labor 
markets while also 
managing overall 
compensation cost. 
Base pay delivery will 
vary in practice to 
reward sustained top 
performers in critical 
jobs versus the steady, 
good “soldiers” of the 
organization. 

While companies will 
pay more attention to 
the internal equity of 
job values, they will pay 
less attention to the 
internal equity of 
individual salaries. 
Base compensation 
cost will be monitored 
relative to productivity, 
revenue and 
profitability, and less on 
a per employee basis. 
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The work 
force has 
increasingly 
diverse 
needs. 


The way work 
gets done is 
changing. 


How will your 
organization 
structure and 
manage base pay 
to reflect the needs 
of a highly diverse 
work force 
characterized by 
very different 
employment 
relationships and 
compensation 
needs? 


How will your 
organization 
structure and 
manage base pay 
systems to reflect 
and align with the 
new ways in which 
work is getting 
done and the 
organization is 
operating? 


The base pay structure 
will be flexible to 
accommodate contract, 
permanent, and full- 
time and part-time 
employees. 

Base pay delivery will 
be flexible to meet the 
needs of employees 
with long-term versus 
short-term career 
lifecycles. 

Promotions will be 
redefined for 
contingent/contract 
workers. 

Increased 
differentiation of base 
pay increases will 
reduce the entitlement 
mentality and reflect 
the changing nature of 
work. 


Organizations will 
redefine how they value 
jobs and the role of 
market data in this 
process. 

Job valuation criteria 
will be directly linked to 
the organization's 
strategy and strategy 
drivers: jobs with 
greater impact on 
strategy will be valued 
more highly. 

Job/work valuation will 
be less precise and 
systemized and more 
strategic, flexible and 
judgment-based. 
Internal equity will be 
important for jobs while 
external equity will be 
important for people. 
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Globalization 
is on the rise. 


Information 
about pay is 
proliferating in 
all the wrong 
places. 


How will your 
organization 
structure and 
manage base pay 
systems to balance 
the needs of a 
global enterprise 
with the demands 
of multiple local 
marketplaces and 
practices 
worldwide? 


How will your 
organization 
communicate base 
pay information to 
achieve the 
desired 
understanding of 
and satisfaction 
with base pay? 


Base pay delivery will 
reinforce the 
organization 
capabilities needed to 
drive competitive 
advantage. 


The role of market pay 
data will become 
increasingly complex, 
as a greater number of 
jobs will need to be 
evaluated against a 
global talent market 
while others still will 
need to be compared to 
a local or regional 
market. 

The base pay structure 
will need to reflect a 
balance between a 
company’s global 
philosophy and the 
needs of local and 
regional markets. 

The balance of global 
consistency and local 
customization will shift 
as the company 
becomes more global. 
Base pay practices for 
senior executives will 
become more 
consistent worldwide. 


Openness about pay 
strategies and practices 
will increase. 
Employees will demand 
greater understanding 
of how base pay levels 
are determined and 
how they can maximize 
their pay. 

Managers will need to 
be better trained to 
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educate employees 
about pay. 

e Base pay 
understanding will be a 
key determinant in 
overall pay satisfaction. 

e The best organizations 
will improve the 
knowledge of pay in a 
way that contributes to 
employee retention, 
productivity and 
satisfaction. 

e Tools and resources 
will be provided to 
employees to help 
them compare their 
base pay package with 
other employers. 


Seeing The Future 

A first look into the crystal ball perhaps revealed more questions than answers. 
Schwartz describes the next step in the process of looking into the future as 
“composing the plot.” This entails the integration of issues and ideas to begin to tella 
story. In doing so, the mist in the crystal ball fades away. What plot materializes from 
shaping forces, big questions and emerging views? 


We'll bite and go out on a limb. The future of base pay probably will entail: 


e Less reliance on traditional sources of market data. Companies will search 
for and use data services and sources that provide both broad-based and 
targeted data on a real-time, user-friendly basis. 

e Targeted base pay strategies for specific employee groups and jobs. 
Companies will increasingly vary the targeted competitive positioning of pay 
based on type of role and nature of work. For example, employees in roles that 
have direct and significant impact on the competitive advantage drivers of 
strategy of the organization will potentially have a different pay positioning, pay 
structure and/or base pay delivery system. 

» Awell-defined strategy and system for managing the base pay of 
contractors and contingent workers. Companies will need to develop the 
policies, programs and processes necessary to deliver base pay to 
nonpermanent employees. As employees are increasingly hired for special 
projects or roles for a predefined period of employment, companies will 
develop base pay systems that, for example, look more like specific 
employment agreements and contracts than generic company policies. 

e Anincreasingly global philosophy along with flexible base pay structures 
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and delivery systems. Companies will strive for a more global philosophy to 
reflect the emerging global marketplace for labor, while also ensuring some 
degree of local/regional market alignment. Thus the base pay system for global 
benchmark jobs will look more similar than different at increasingly lower levels 
in the organization. 

New approaches for valuing jobs and work. Companies will search for new 
ways of valuing work that reflect the new ways that work gets done in the 
knowledge economy. While the concept of a job as a unit of work will stick 
around, work will increasingly be characterized by project-based assignments 
where people play diverse roles based on skill sets and experience. Traditional 
work-valuation criteria (e.g., scope of responsibility and technical depth) will be 
enhanced by new factors such as strategic impact and sphere of influence. 
Greater openness about how pay is determined and delivered. Companies 
will need to rethink what pay information they share with employees and the 
way they deliver and communicate that information. Organizations that 
effectively share information and increase compensation literacy in the work 
force will be able to increase employee satisfaction and retention even as 
alternative sources of information continue to proliferate. 

Compensation as an investment that warrants a return. Companies will 
take a more rigorous approach to measuring the return on base compensation 
as an investment in human capital. Merit and other base pay increase budgets 
will be accompanied by key metrics that allow the organization to track how 
base pay investment links to value creation for the organization. 


Taking Action Todays 

The crystal ball of base pay has clearly revealed an exciting and challenging future 
for organization leaders with respect to base pay (and other people issues). So what 
happens next? Not surprisingly, there is no magic solution, but leaders can begin to 
take the following actions to prepare the organization for whatever the future holds: 


e Lay a solid foundation for future compensation decisions by creating a clear 
and compelling employee value proposition that outlines how the organization 
will use rewards and recognition to drive employee attraction, motivation, 
engagement, satisfaction and performance. 

Develop a supporting total compensation strategy for specific employee groups 
within the organization that aligns with the broad-based value proposition and 
rewards strategy. 

Begin defining the specific base pay issues emerging from the five shaping 
forces discussed in this article. Get targeted in the development of potential 
solutions that will have real impact versus creating broad-based Band-Aids that 
treat symptoms. 


Looking into the future is always a risky business. It is fairly common for visionaries 
and fortunetellers to be wrong and misleading, so the whole idea of looking into the 
crystal ball of base pay is fraught with peril. Yet, business leaders look into the future 
every day as they commit to new markets or green-light new products. Why not take 
the same necessary “risks” in managing the organization, its human capital and its 
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awesome compensation investment? There is much to be gained if only a fraction of 
the envisioned future comes true. 
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Webnotes 


In our Web site you will find a powerful database that holds nearly 10,000 full-text 
documents on total rewards topics. 


For more information related to this article: 


e Go to the “Info Finder” section of the home page, click on the blue “Power 
Search” button and then click on “Advanced Search. 
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e Type in this key word string on the search line: “Future or trend and pay" OR 
“Talent and shortage” OR “Work and arrangement or nature” OR “Global and 
pay or compensation” OR “Salary or pay and information” 
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Improve Base Pay ROI by Increasing Employee Knowledge 


Robert L. Heneman, Ph.D., The Ohio State University; Paul W. Mulvey, Ph.D., North 
Carolina State University; and Peter V. LeBlanc, CCP, Sibson Consulting, A Segal 
Company 


Results from The Knowledge of Pay Study (WorldatWork, 2002) suggest that 
revealing more information about base pay has greater impact on pay satisfaction 
than the actual pay amount. 


i 


Editor’s Note: This article previews the base pay findings in the WorldatWork 
publication, The Knowledge of Pay Study: E-mails from the Frontline. The full study 
explores these and many other issues, including an examination of employee and 
managers’ knowledge of and satisfaction with short-term incentives and stock 
options. It also identifies leverage points for improving returns for short-term 
incentives and stock options and reviews the attitudes of managers about the 
compensation system, the type and extent of questions they receive from 
employees, and their confidence in answering those questions. To acquire a copy of 
the book, please visit the WorldatWork online bookstore or call toll-free 877/95 1- 
9191. 


Many organizations invest in human capital to be competitive (Barney & Wright, 
1998), expecting returns such as improved employee work engagement, as 
evidenced by greater commitment, lower turnover and higher trust in leaders. To 
employees, the most valuable of these investments are base pay and base pay 
increases, especially promotional pay. 


While base pay represents the largest investment made by employers in human 
capital, employers know less about improving returns using base pay than they do 
about improving returns using incentive pay. In fact, base pay is thought by some to 
be a fixed cost of doing business that needs to be controlled, so expectations for 
payback are understandably low. Though both private and public organizations have 
attempted to link base pay increases to performance in the form of merit pay, 
managers and compensation architects have relied on variable pay for motivating 
the work force. Evaluation studies of the effectiveness of incentive pay are 
voluminous, while similar studies of the effectiveness of base pay are almost 
nonexistent (Heneman, 2002). Hence, little is known about the leverage points 
needed by organizations to get improved returns on investment in base pay. 
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Return on investment for base pay is likely to be improved by simply increasing 
employee knowledge of base pay systems. Surprisingly, The Knowledge of Pay 
(KOP) study suggests that revealing more information about base pay has greater 
impact on pay satisfaction than the actual pay amount. In particular, work 
engagement is likely to be improved the more that employees know about how base 
pay systems (e.g., job evaluation, market surveys) operate. Moreover, the KOP 
study of more than 6,200 employees and managers in 26 leading North American 
organizations (See Sidebar on methodology) showed that of all the types of total pay 
system knowledge shared, base pay knowledge has the greatest impact on pay 
satisfaction and, ultimately, work engagement. 


Knowledge of Base Pay 

Knowledge of base pay refers to the extent that employees understand base pay 
systems in their organization. Elements of the base pay system include job 
evaluation, external market pay and the pay structure, as well as base pay increases 
such as merit and promotion pay. Expectancy theory shows that it is crucial for 
employees to be knowledgeable about how base pay systems operate in order for 
employees to align their work behaviors with the goals of the organization. 
Knowledge of pay systems helps employees see if they are likely to receive a “fair 
day’s pay for a fair day’s work.” In turn, employees who view their pay system as fair 
also are likely to be satisfied with their pay regardless of the amount of pay that they 
receive (Ledford, Mulvey & LeBlanc, 2000). 


Base Pay ROI 

Employees who are satisfied with their pay are more likely to be fully engaged at 
work. That is, they will be committed to the organization, trusting of management and 
less likely to leave. This line of logic is summarized in Figure 1, which shows 
improved base knowledge leads to increased pay satisfaction, and in turn, increased 
pay Satisfaction leads to increased work engagement. Both pay satisfaction and 
work engagement are considered as returns on investment. 


Study Results 
The KOP study results concerning base pay can be summarized in three major 
findings: 


e Knowledge of base pay is the strongest predictor of pay satisfaction, which is 
highly associated with work engagement. 

e Respondents report knowing much less about how their base pay system 
operates (process) than about base pay structure and outcomes. 

e Knowledge of base pay more strongly predicts pay satisfaction than does the 
actual amount of pay received by employees. 


Base Pay Knowledge -- the Strongest Predictor 

Knowledge of base pay is correlated with pay satisfaction, and in turn, pay 
satisfaction is correlated with work engagement. While correlation does not 
guarantee causation, the results indicate that more base pay knowledge can improve 
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the return on the pay investment. Specific correlations are summarized in Figure 2. 
This first major finding indicates that the communication of base pay policies and 
\procedures, as well as how base pay policies and procedures impact the individual 
employee, is needed if organizations are to improve the ROI associated with base 
pay. The KOP study respondents report that they know the basic structural features 
of their base pay system, but are much less aware of how they, personally, will be 
treated within that structure. 


Knowledge of Process Lacking 

As reported in the KOP study, managers and employees expressed greatest 
concern about the lack of knowledge concerning base pay. Figure 3 clearly shows 
that while employees understand the outcomes associated with base pay decisions 
(i.e., people know their grade/band/pay level), they do not understand the processes 
used to make these decisions or how these processes impact them. For example, 
respondents reported little understanding of how their pay range and base pay 
increases are determined. It would appear that the “black box” of compensation 
contains information about how the base pay system really works. 


Knowledge More Important than Amount 

A regression analysis was performed to see if the amount of annual pay received 
(base plus bonus) was more important than the knowledge of pay in determining 
base pay satisfaction. The results of the regression equation are shown in Figure 4. 
As demonstrated, the standardized beta coefficient is much larger for base pay 
knowledge (.60) than it is for actual base pay amount (.09) or actual bonus (.00). 
Moreover, 35 percent more of the variation (SR2 = .35) in pay satisfaction between 
employees can be explained when base pay knowledge is used along with the 
actual amount of pay, in comparison to when actual pay amount is used alone to 
predict pay satisfaction. 


FIGURE 4: Summary of Multiple Regression Results 
Standardized Beta 


Variable Coefficients F-value 
Step 1 47.86 

Base Pay .196* 

Bonus 0.008 

Compensation Change -.062* 

Step 2 515.28 
Base Pay .091* 

Bonus 0.005 

Compensation Change 0.003 

Base Pay Knowledge .603* 
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DF 1835.48* 


DR2 35" 
Model R2 0.39 
Adjusted R2 0.39 
*p<.001 


Note: Multiple regression is used to measure the relationship 
between one interval-dependent variable (i.e., base pay 
satisfaction) and several independent variables (i.e., base pay, 
bonus, compensation change and base pay knowledge). The 
typical outcome of a multiple regression analysis is an equation or 
“model” that represents the best set of independent variables for a 
particular dependent variable. A common index used to assess 
predictors is the proportion of variance in the dependent variable 
accounted for by the independent variable (Model R2). This is 
expressed either in decimals (0.00 to 1.00) or as a percentage (0 
percent to 100 percent), and the higher the value the better the 
level of prediction. Unexplained variance results from factors other 
than those explicitly considered in the regression (e.g., 
respondent education, occupation, etc.), and imprecision, often 
called “noise,” due to measurement error, poor survey item 
construction, individual differences, and so on. Step 2 explained 
35 percent of the variance (DR2) in base pay satisfaction with 
compensation change and base pay knowledge in the model after 
the amount of base pay and bonus was added in Step 1. The 
strongest factor by far, as represented by the standardized beta 
coefficient, is base pay knowledge. This means that increasing 
base pay knowledge will likely lead to higher base satisfaction. 


These results clearly indicate the importance of knowledge of base pay relative to 
the amount of base pay received in predicting the ROI of base pay. While both 
knowledge of base pay and actual amount of base pay predict base pay ROI, 
knowledge of base pay has more of an impact than does actual amount paid. While 
caution is again needed because correlation does not guarantee causation, this 
finding has enormous implications for organizations. Organizations can expect a 
greater return on their base pay investment by sharing more knowledge even when 
their base pay budget is not large. The key to base pay ROI, especially in lean 
economic times, is to improve employee knowledge of base pay processes. Steps to 
do so are shown in Figure 5. 


FIGURE 5: How to Improve Employee Base Pay Knowledge 
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Diagnose Level of Knowledge of Base Pay in Your 
Organization -- Rather than just relying upon trends in other 
organizations, specific data should to be collected for your 
organization. 

Be Proactive -- The education of employees in 
organizations regarding pay can be thought of along a 
continuum ranging from “inactive” to “proactive” with 
“reactive” in between. With a proactive approach, 
information is openly shared with employees by the 
organization even if the employees do not ask for it. 

_ Train and Involve Supervisors and Managers to Talk 
Base Pay -- The Knowledge of Pay Study found that the 
most effective source for conveying pay and performance 
information is the immediate manager. Managers report 
having more confidence addressing performance rather than 
pay-related questions from employees. This knowledge gap 
among managers needs to be closed first before attempting 
to transfer more knowledge to employees. 

Personalize the Knowledge of Base Pay -- The data in the 
KOP study show that it is not enough for people to simply 
understand pay concepts. Instead, pay knowledge should 
be personalized so that people can apply the concepts to 
their own situation. This probably will require one-on-one 
communication with people, though personalized 
compensation Web pages on employee portals can help 
close the gap. 

De-emphasize Traditional Delivery Vehicles -- To have an 
impact on the knowledge of pay gained by employees, 
personal communication is needed. The results of the KOP 
study show that people gauge the effectiveness of policy 
manuals, handbooks, in-class training and videos as 
minimal. Instead, people believe that conversations with 
supervisors and managers, along with interactive training on 
Web sites and the intranet, are most effective. 

. Open Up the Pay System -- With the exception of reporting 
pay amounts for individual employees, organizations should 
err on the side of presenting too much pay knowledge to 
employees rather than too little. Of course, this advice works 
best when the organization has a compensation system, 
philosophy and process that are explainable. 


Strength of the Findings 

A weakness to the present study is the correlation nature of the data. Because the 
data were collected at the same point in time, one cannot assuredly state that one 
variable causes another. This weakness, however, also should be viewed in the 
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context of several strengths of this study that lend credence to the conclusions. 


First, although not presented, the variables measured in this study were measured in 
a reliable and consistent manner. Second, the results of the study were statistically 
significant. Lastly, as shown in Figure 4, the survey controlled for a possible 
alternative explanation to the data. By entering in whether there had been a change 
in the compensation system in the last 12 months, it eliminated the Hawthorn effect 
(i.e., pay satisfaction increased due to the novelty of a new pay system rather than 
due to increased pay knowledge) as an alternative explanation to the results. These 
three pieces of information indicate that measurement error, sampling error and 
omitted variables were not a problem in the study. 


Conclusions 

The results of the KOP study have clear implications for the management of base 
pay in organizations. Managers and employees know more about the base pay 
system than how base pay decisions are made. Furthermore, those respondents 
who know more about the base pay system are more satisfied with their total pay 
and are more engaged in their work with higher commitment, greater trust in 
management and lower intentions to leave the organization. Thus, the return on 
investment for base pay is likely to be enhanced by increasing employee knowledge 
of base pay systems. In particular, work engagement is improved the more that 
employees know about how base pay systems operate. 


Methodology for the Knowledge of Pay Study 


The Knowledge of Pay Study was a joint project conducted by 
The LeBlanc Group LLC and sponsored by WorldatWork. A 
seven-member research advisory board consisting of 
experienced practitioners screened a suggested list of questions 
submitted by the authors. The resulting survey items were edited 
and piloted in several organizations and encompassed topics 
such as base pay, short- and long-term incentives, pay 
satisfaction, work engagement and demographics. The sample 
consisted of 6,286 respondents with 66 percent employees and 
34 percent managers 

(i.e., those who manage the pay and performance of others). The 
response rate was 41 percent. The typical respondent was: 


e 41 years old 

e 9 years of tenure 

e 4 years of tenure on the job 

e College educated with 65 percent having a bachelor’s 
degree or higher. 


Data were weighted to take into account the differences in the 


number of employees responding from each organization. The 26 
organizations had the following characteristics: 
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e 13 organizations with more than 10,000 employees and 13 
with 1,000 to 10,000 employees 

e 24 for-profit and 2 not-for-profit organizations 

e 7 Canadian and 19 U.S. organizations 

e The organizations represent a broad range of industries 
including high technology, financial services, manufacturing, 
retail, R&D, chemical and public service. 


The survey was conducted entirely online, using Web-based 
software. This data collection method required that respondents 
have access to a computer and the Web at work, resulting in a 
survey sample that was more heavily populated by knowledge 
workers, managers and executives than is true of the North 
American work force at large. The actual occupational breakdown 
of the respondent sample appears below: 


e Senior management or executive -- 7.2% 
Manager/supervisor -- 35.1% 
Technical/scientific -- 23.1% 

Professional -- 18.6% 

Customer service -- 6.0% 

Sales -- 3.1% 

Faculty -- 0.2% 

Administrative support -- 6.7% 


Importantly, the flexibility of online, software-driven surveying 
enabled the selection of questions by respondents to focus on 
only those pay programs in which the respondents participate. 
This step prevented respondents from guessing and getting 
upset about not being eligible for other pay programs (e.g., stock 
options and short-term incentives). Also, the survey technology 
allowed for certain questions for managers only (i.e., those who 
“manage the pay and performance of others’). 
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Webnotes 


In our Web site you will find a powerful database that holds nearly 10,000 full-text 
documents on total rewards topics. 


For more information related to this article: 


e Go to the “Info Finder” section of the home page, click on the blue “Power 
Search” button and then click on “Advanced Search. 
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« Type in this key word string on the search line: “ROI and pay or salary" OR 
“Employee and communicate or communication” OR “Satisfaction and pay or 
salary” OR “Commitment or trust or retention” 
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Pay the Job or the Person, But Why Not Both? 


By Terry Satterfield, SPHR, CCP 
MEDRAD Inc. 


There is no doubt that the nature of work is changing, thereby forcing a re-evaluation of more 
traditional approaches to compensation — and human resources overall. Methods used to 
establish base pay must be more flexible than in the past. In fact, the role of base pay itself 
should be closely examined as variable pay is recognized as more appropriate for many of our 
purposes. 


There is much discussion today regarding person-based vs. job-based approaches to base pay. 
Person-based pay schemes — in which pay is based on the acquisition of knowledge or skills — 
are said to be more individualized and, therefore, more rewarding and motivational. 


These approaches are contrasted with more traditional job-based methods, such as point factor 
or market pricing. Also, as organizations eliminate structural boundaries and take a more 
team-based approach to getting work done, the practice of defining a job as a basis for 
determining pay is considered by many to be passé. Whether the concept of “job” will 
actually be eradicated from our thinking, however, is debatable. 


Consider, for example, the educational system. People continually choose careers, enroll in 
colleges, and pursue degrees in accounting, engineering, business and other disciplines. They 
take jobs as accountants, engineers, human resources professionals, etc., and their job 
becomes an important component of their personal identity. Many readers of this article 
would use a job title such as compensation manager or HR specialist if asked to describe their 
position. 


Market survey practice also illustrates this point — data is reported, purchased and used in job 
categories. “Job” is a relevant psychological construct and an important element of 
organizational life, and will continue to be so. 


Perhaps, then, it is unnecessary to view this issue in terms of two mutually exclusive options 
(the person or the job). Given that the job continues to be a valid reference point for pay 
purposes and that person-based pay provides needed flexibility and individualized focus, both 
should be used. The job should be paid along with a continuing recognition of the capacity for 
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meaningful individual differences in the workplace. 


Figure | shows how Medrad Inc., a developer, manufacturer and marketer of medical devices, 
uses this type of approach. The “pay equation” shows that base pay at this company 1s a 
function of three factors: 


e Market pay — the first and primary factor for any given job because the major role of 
base pay is to reflect the company’s market strategy. (Variable pay is a more useful tool 
for reward and incentive.) 

e Individual experience — such as skill, development and learning 

e Performance — such as competency demonstration and goal attainment. 


(Any person-based factor or factors, such as skills or knowledge, could be used on the left 
side of the equation.) 


Even when using a fairly traditional range spread, the company found it could “pay the job” 
by using market data to determine the appropriate range of pay, while still providing ample 
opportunity for person-based factors to impact the actual level of base pay. The key is the 
level of management practices with regard to clarifying expectations and measuring person- 
based outcomes. 


Consider a pay range with a $50,000 midpoint and a 50-percent spread. In a market pricing 
approach, a job is placed into this range because its market point at the selected percentile 
closely approximates the $50,000 midpoint. However, an employee in a job in this particular 
range could be paid anywhere between $40,000 and $60,000. If pay for skills is a person- 
based strategy, for example, there is ample room to differentiate among actual pay levels 
based on skills development. It also is possible to move an employee’s base pay as skills are 
developed, provided that: 


e Key skills have been identified. 

e Appropriate training is provided. 

e There is a valid method of measurement to determine when the skill has been 
adequately learned. 


The challenge is to ensure that movement through the pay range does, indeed, correspond to 
positive change in whatever person-based factor is being considered. 


The issue, then, isn’t that an organization must choose whether to exclusively pay the person 
or the job. The issue is whether the methods for distinguishing pay according to person-based 
factors are adequate. A sufficiently broad pay range provides ample room to pay people 
differently if the company is able and willing to measure performance, skills, knowledge 
acquisition, or whatever person-based criteria that best fits its strategy. And, of course, 
variable pay provides even greater opportunity to base rewards on these factors. 


It is possible to “pay the person” even in more traditional job-based pay range structures. To 
do so, it should be acknowledged that the concept of “job,” while not sufficient to stand alone 
as the basis for pay, continues to be relevant and valid. Additionally, there needs to be a 
proper view of the role of base pay and, as is true with all positive HR practices, there should 
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be a well-defined process, able management and reliable measurement. 


About the Author 

Terry R. Satterfield, SPHR, CCP, is a human resources manager with Medrad Inc. 

The views expressed in the Viewpoint column are solely those of the authors and do not 
represent an official position of WorldatWork. If you would like to respond to this column or 


other articles in workspan, please e-mail your comments to workspan@worldatwork.org. 
Correspondence may appear as Letters From Readers in upcoming issues of workspan. 


FIGURE 1: 
THE BASE PAY EQUATION 


Base Pay = Market Value* x (Performance x Expertence)** 
(Defined by Target Strategy) 
Job Individual 
* Or outcome of other Job Evaluation approach ** Or other person: based factor(s) 
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Here to Stay - Taking Competencies to the Next Level 


Dana Rahbar-Daniels 
Mary Lou Erickson 
Arden Dalik 


Soup du jour is a specialty of the day at many fine restaurants, but some customers tire of it as 
a steady diet. In the same manner, competency-based human resources applications were a 
popular selection in the early to mid-90s when employees sought new ways to strengthen their 
HR programs and processes. Today, nearly a decade after this “boom” started, are employers 
now hungry for other HR applications? Have competencies somehow become a foregone 
“idea du jour,” or are they still a valued approach with real staying power? 


New research by William M. Mercer Inc. indicates that competency-based practices are more 
popular than ever among large and mid-sized employers as an integral tool for talent 
management. The research also indicates that HR professionals are on the brink of the “next 
generation” of competency-based HR applications. 


This article discusses the research’s findings and implications, and identifies what employers 
are doing to take competency-based HR applications to the next level. 


About the Research 


Mercer consultants conducted interviews with more than 130 HR executives from a variety of 
large organizations nationwide in late 1999 and early 2000. The purpose was to: 


e Learn about their experiences in implementing competency-based HR applications 

e Identify trends in system development and integration 

e Gain knowledge of employers’ needs as they face the challenge of managing talent for 
today and tomorrow 

e Ascertain the future role of competencies. 


The research involved telephone or face-to-face interviews with HR executives and others, 
with each interview lasting approximately one to two hours. Of the companies interviewed, 
40 percent had been using competencies for five years or more and 75 percent had used 
competencies for at least two years. 
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Key Findings 


The research shed considerable light on current practices and future plans regarding the use of 
competency-based HR applications. Following are some of the key research findings. 


Drivers for introducing competencies 


Four factors are cited as the most common drivers for introducing the use of competencies in 
an organization: 


1. Strengthening HR processes. Improve talent management processes through integration 

of common practices. This could include using competencies to create more powerful 

recruiting and selection tools and/or training and career development grounded in the 
specific skills and competencies needed for success in a given organization. 

Achieve cultural integration and organizational alignment. Maintain cohesion and 

alignment following a disruptive organizational change such as merger/acquisition 

activity, divestiture or downsizing. This typically involves using an organization-wide 

“core” competency model to give employees a clear, explicit picture of the behaviors 

that the future organization will require for success and will expect in organizational 

members and leaders. 

3. Improve operational effectiveness. Build a competitive advantage by strengthening core 
operations. This entails using function-specific or job-specific competency models to 
“raise the bar” by identifying and reinforcing the behaviors that lead to top performance 
rather than simply evaluating behaviors required for average performance. 

4. Drive organizational change. Fundamentally change the way an organization operates 
in a new business, new markets, new technologies, etc. This involves creating 
competency models for selection and development that define the future. It also 
involves identifying the skills and competencies needed in the new venture area that are 
not present in abundance in the current employees, traditional business, market or 
technology. 


No 


A large Southern energy company cited No. 2 and No. 4 as its key drivers for introducing 
competencies. The company had acquired another similar-sized company in the same industry 
and wanted to define a new culture for the combined companies as they moved from a 
regulated to a deregulated operating environment. A future-oriented competency model was 
created by interviewing executives of both companies and doing behavioral event interviews 
with managers who exemplified some of the desired cultural behaviors. The model then was 
used to select managers for critical positions in the combined company, and eventually to 
assess the “gap” between how managers currently behaved and should behave in the future to 
ensure success in the new business environment. The competency model was regarded as a 
positive tool for driving organizational change toward the desired culture by clearly depicting 
the behaviors necessary for future success, as well as a way to achieve cultural integration of 
the two companies. 


Scope 


More than half of the companies surveyed (56 percent) use organization-wide competency 
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models only (the same competencies cover the entire organization), while nearly a quarter (23 
percent) use functional competencies only, which tend to be developed for specific sections of 
the employee population (¢.g., research and development). Another one-fifth of the companies 
(21 percent) use both functional models and organization-wide models. 


Scope of coverage 


Competency modeling is most prevalent for managerial roles. Among the companies 
surveyed, more than 80 percent of senior management, middle management, supervisory and 
management employee groups are covered by competency models, compared to just 50 
percent of professional employees. 


Methods used to create competency models 
Most organizations use a combination of different methods to create competency models: 


Expert panels/focus groups - 68% 

Behavioral event interviews - 58% 

Surveys - 25% 

Benchmarking - 19% 

Standard generic database of competencies - 18% 
Sorting cards/generic dictionary - 11% 
Competency menus - 8% 


eoeeeee®# 


The most effective behavioral competency models are organic models that have been 
developed in rigorous fashion (using techniques like behavioral event interviews and expert 
panels/focus groups) and have undergone formal validation. Organizations using organic 
models report significantly higher levels of success in their applications. While generic 
models may do well in reinforcing general leadership culture and promoting general 
development, the organic models are more likely to improve operational effectiveness. 


In particular, organizations tend to use the more customized, organic models for selection due 
to concerns about the courtroom defensibility of competencies. In reality, there are very few 
cases where competencies have been challenged in court, yet concerns linger. Organic models 
tend to be more popular for selection because their validity is more readily accepted. 


Applications 
Organizations tend to start with only one or two application areas — typically, recruitment and 
selection, career development, training, or performance management. More than three- 


quarters (77 percent) of participating organizations report having integrated competencies into 
four or more applications. 


Leadership development and succession planning are a high priority for many respondents as 
a “next step” in expanding the use of competencies. 


One leading consumer products firm involved in the survey uses competencies to drive its 
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business strategy. Because this firm’s revenue targets can not be met by internal growth alone, 
acquisitions have become a way of life. In the past 10 years, the firm has made more than 30 
profitable acquisitions and has used a competency model to reinforce corporate values and 
focus corporate leadership on strategic goals. Competencies are a way to ensure that the 
company’s leadership will continue to be able to grow the company. 


Use of Multi-raters 


The majority of companies interviewed (62 percent) use multi-raters in their competency 
assessments. Of these, 77 percent use this feedback for development purposes only; the 
remaining 23 percent use multi-rater information in their performance appraisal process, 
usually informally, with a manager making the final rating. None of the companies surveyed 
uses automated multi-rater feedback for compensation purposes. 


Linking Competencies to Pay 


Nearly one-third (31 percent) of the organizations surveyed have a formal program linkage 
between competencies and pay. Most (60 percent) link competencies to base pay decisions, 
while the remainder (40 percent) have some link between competencies and variable pay. 
Opinion regarding competency-based pay remains polarized. Many surveyed organizations 
were emphatic that linking competencies to pay distracts people from productive feedback 
and development activities. Others strongly believe that competencies need to be linked to 
performance and compensation to get real, sustained attention from affected employees and 
managers. 


Linking competencies to pay appears to drive enhanced ngor in how competency models are 
built, because competencies drawn from more generic databases generally are tied only 
loosely to performance assessment. Models linked to pay tend to be more tailored to the 
organization’s particular roles and work functions, often combining behavioral and technical 
competency elements. 


Broader research data from Mercer’s annual U.S. Compensation Planning Survey indicates 
that the linkage of competencies to pay has grown steadily, but gradually, as a company 
practice. Mercer’s 2000/2001 survey indicates that 16 percent of mid-sized and large U.S. 
employers currently have some competency-linked pay practices, while another 20 percent are 
now considering them. This is only a moderate increase from two years ago when 12 percent 
of employers reported having competency-based pay, as well as five years ago, when 8 
percent indicated this practice (see Figure 1). 


Measuring Success 


The great majority of respondents reported a lack of formal measurement in the business 
impact of competency-based HR applications. The majority also reported that it would like to 
do a better job of measuring impact and would do so if technology was available to support 
data gathering. The respondents strongly felt a need to use measurement to build a better 
business case for continuing and expanding competency-based HR applications. 


Reflecting on the most common drivers for introducing the use of competencies, respondents 
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used the following types of informal indicators to determine whether their competency-based 
HR applications were “successful” and, hence, having the desired impact. 


Strengthening human resources processes 


e Management and employees expressed satisfaction with the HR application. 

e Management and employees were using new tools. 

e Managers and staff expressed an interest in deepening the scope of the competency 
interventions undertaken. 


Achieving cultural integration and organizational alignment 


e People have adopted the “same competency language” when talking about 
performance. 
e Employees expressed “‘sharing a common purpose.” 


Improving operational effectiveness 


e Business units with high competency ratings were measurably more productive. 
e Competency-based selection has led to higher retention or higher performance. 


Driving organizational change 


e Customer satisfaction and sales remain high in a changing marketplace. 
e Other organizations want to benchmark. 


Some organizations have been able to capture the dramatic impact of competencies. A large 
forestry products company involved in the survey has a long history of using competencies to 
manage its employees. Recently, this firm staffed and developed employees for new mills 
using competency models to create high-performance workplaces. While success cannot be 
attributed solely to the use of competencies, these sites are up to 30 percent more productive 
than the old sites. The new sites also operate with fewer people and have improved cycle 
times because of improved cross-training and safety. 


Barriers to Success 


The survey respondents indicated that five barriers present the greatest challenges in terms of 
developing and implementing competency-based HR applications: 


e Buy-in and commitment from top management, which ideally is shown in visible ways 
such as personal use of competency feedback tools for themselves and their reporting 
managers; adoption of new, key behaviors in their management style; and championing 
competency program roll-out activities. 

e Organizational readiness, which includes learning targeted, new behaviors; assessing 
others on these skills; and acceptance of behavioral skills (in addition to results 
achieved) as major drivers of organizational and personal success, warranting 
consideration in pay, promotions and other rewards. 
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» Time and resources necessary to develop and validate models so that they are credible 
and useful to the affected employees and their managers, and will stand up to possible 
legal challenge. 

e Time and resources necessary to prepare for and conduct competency assessments that 
create reliable, valid evaluations with sufficient detail to guide follow-up steps, such as 
personal development, goal setting, career planning and reward or recognition 
decisions. 

« Time and resources necessary to keep models and assessments up to date. This is 
critical as the business evolves and new work challenges and processes are introduced 
or technology and job design are revamped in important ways. 


A challenge faced more often by organizations with extensive, decentralized competency 
modeling is how to develop an organizationwide framework of consistent practices and how 
to get “buy in” to a common approach to modeling and application design. A large European- 
based financial services company that participated in the research wanted both an 
organizationwide model and framework to integrate their culture, but also wanted the power 
of function-specific competency models to drive high performance. Corporate HR also 
allowed each division to have its own function-specific competencies and to define job 
family-specific technical competency models. The functional and job-family models were 
used in performance evaluations, while the organizational competencies were used broadly for 
development. 


Reaching the Next Level 


Despite their intrinsic challenges and barriers, competency-based HR approaches are highly 
regarded for the value they bring to an organization. The participating organizations largely 
plan to continue or expand their use of competencies. But it won’t be competency-based 
applications as they exist now. The “lessons learned” in the past decade are fueling the 
evolution of competencies as a talent management tool. 


As research indicates, employers that focus on four areas will take competencies to the next 
level in terms of value and effectiveness: 


Integration 


For competency-based approaches to deliver their full impact, employers need to use 
competency models in all or most HR processes. This integrates the HR system and ensures 
that the select capabilities of people also form the basis for how they are trained, developed, 
measured and rewarded. As discussed earlier in the context of competency applications, 
organizations tend to build a competency model for one application (e.g., selection), and then 
move on to use the model as a component of performance evaluation, and perhaps for training 
and career development. 


Many organizations seek to develop a common approach to building competency models or 
common standards of how competencies are defined and presented. Some organizations 
interviewed had problems with internal “competency wars” in which divisions built their 
models using different methodologies and differing degrees of rigor and then defended their 
approaches against corporate HR, which wanted to achieve a common approach. 
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Many organizations try to avoid the complexity of having numerous functional, and even job- 
specific, competency models by developing one organizational or “core” competency model. 
They require this model to be used for all divisions and functions, with the specific 
competencies illustrated differently for different jobs and/or levels in the organization. This 
approach has the advantage of simplicity and reinforces a set of common behaviors or values. 
However, it loses the power of the traditional competency model, which is intended to define 
and drive high performance in a specific job or function. In traditional competency modeling 
theory, one size definitely does not fit all. The competencies of an outstanding IT professional 
are not the same as the competencies of an outstanding marketing research person. 


A large beverage company in the study conducted a corporate audit to define the 
organization’s “core competencies.” It found that more than 40 different job-specific 
competency models were being used in the organization with little overlap in competencies. 
Since this firm wanted to reinforce a specific set of organization-wide behaviors, it created 
one model to be used across all business units. This had the effect of reinforcing a common 
organizational culture. 


Outcomes measurement 


As organizations expand their use of competency-based HR applications, their use of time and 
resources also increases, at least in the developmental stages. While the “champions” of such 
applications believe they are important in attaining the business strategy, “quantifying the 
business case” to top management continues to be a tremendous challenge. A key challenge 
for the future is developing strategies and metrics to measure business impact. 


To establish and maintain competencies as a ‘‘strategic business tool,” organizations need to 
identify and measure quantifiable outcomes from the use of competency-based HR 
applications. They will need to establish baseline measures in such areas as productivity, 
turnover and retraining/redeployment costs, and then project improvements attributable to the 
use of the appropriate competency-base HR application(s). While the quantification of 
business impact will require some “trial and error,” it ultimately will assist in demonstrating 
what many organizations already know: Competencies enhance business success. 


Technology 


Historically, a lack of technological tools has limited the use and effectiveness of 
competency-based approaches. To get to the “next level,” the need for advanced technology 
solutions is essential. Fortunately, an inevitable technological transformation will make 
integration and measurement possible in ways never before realized. Technology — especially 
Web-based applications — will be the vehicle for getting to the next level. 


Global applications 


Many organizations have found that competency models can be used successfully in different 
cultures. Many global organizations have created “global” competency models that define the 
characteristics for success in organizational roles that span country and cultural boundaries 
(e.g., “country sales manager” or “region head”). A few organizations in the study indicated 
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that they had used “‘core competencies” as the “glue” to bring the organization together 
worldwide. One firm indicated that it avoided the “competency model wars” by rolling out 
global core competencies, but it allowed the different countries/functions to retain their 
existing models as long as they did not send a conflicting message. As companies expand 
their competency-based HR applications globally, these types of strategies and cultural 
sensitivity considerations will enhance their success. 


A Look Into the Future 


Based on survey findings, the following predictions assess the potential future of 
competencies: 


e The use of competencies will penetrate more deeply into less traditional groups within 
organizations. For example, they may be used in board selection/ development or in the 
transition of overseas roles from expatriates to local nationals. Competencies also are 
growing in popularity as a tool for executive-level HR programs, such as succession 
planning and high-potential selection and development. 

e New success measures will be developed for competency-based HR applications. In the 
future, employers may incorporate competencies into “balanced scorecard” measures or 
use them in advanced competency-based programs (e.g., career path and development 
programs) to entice top talent and enhance attraction and retention efforts. 

e Competencies will take root in other geographies. Today, beyond the United States, 
competency-based approaches are fairly well developed in the United Kingdom, Europe 
and Australia. However, they still are a novelty in South America and Asia. How other 
countries evolve may be culturally adapted versions of what is known as competencies. 
For example, in some Asian cultures, different personality constructs (or concepts) exist 
other than the ones that fill generic competency dictionaries and databases in America. 


Summary 


The research shows clearly that competencies are here to stay as part of the talent 
management toolbox. Furthermore, many important changes are on the horizon that will allow 
organizations to take competencies to the next level, making a measurable contribution to the 
success of the organization. 


Key Discoveries 


Mercer’s research identified some basic truths about the use of competency-based HR 
applications. 


e Successful competency applications are aligned with business strategy. Thus, it is 
essential to understand the key business objectives and challenges, as well as the talent 
necessary to achieve the objectives and meet the challenges. 

e Successful competency applications focus on areas where investment is most necessary. 
Employers should consider the greatest need to rapidly hire and bring up to speed a 
large number of employees. 

e Successful competency applications are customized to the organization. Although the 
language of competency models might be superficially similar, the models’ specifics 
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and applications vary with each organization. 

e Selection and recruitment is the best place to start for tangible success. Subsequently, 
the tools are used broadly by management, which helps key decision makers learn the 
power of competency-based HR processes. 

¢ Competency-based pay is more prevalent in organizations where the information 
content required by cach role changes rapidly. It also is predominant where continuous 
acquisition of new skills is directly related to business results. Examples are 
information technology, engineering, and research and development organizations. 

e There are no shortcuts to keep competency models aligned with organizational strategy. 
Competency models have to be continually monitored and modified as needed to meet 
the requirements of the changing business environment. 
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Mission Possible: 
Implementing Pay for Performance at the CIA 


Ward Mannering 
PricewaterhouseCoopers 


Impossible mission? Not for the Central Intelligence Agency (CIA). It boldly accepted the 
challenge to redesign a pay-for-performance program for hundreds of global 
telecommunications technicians under a tight deadline. Established in 1984, the program had 
lapsed into habits by 2000 that were frustrating new managers and employees. Management 
identified the following areas that needed a fresh look: 


e Salary increase and bonus payouts, which tended to be the same size for everyone -- 
about 3 percent or 4 percent of salary 

e Decisions on annual pay raises, which were made by central headquarters committees 
that met once a year and were unschooled in compensation and barely aware of current 
salary costs 

e Performance documentation and feedback to employees because they were muddled 
and inconsistent 

e Market rates. While stemming attrition by aligning salaries to top pay rates in the 
private sector job market was a goal in 1984, no method was developed to confirm that 
pay was in line with market rates, and no compensation strategy was formulated to 
revisit the issue over time. In fact, there is no evidence that the committees ever 
considered market rates programmatically. 


The cumulative effects of these habits led to a compensation folklore that continued to 
describe the program as pay for performance, even while failing to clarify what performance 
was being driven and by how much pay. Managers did not communicate performance criteria 
consistently, so it was difficult to link performance evaluations and pay expectations and, 
therefore, difficult for these evaluations to provide useful data for pay decisions. 


Scrambled Communication 


The evaluation committees either operated too privately to provide useful feedback or they 
avoided sending difficult messages and spread small pay raises to everyone, according to 
employees and some managers. Either way, confusing messages were sent to the top- and 
bottom-rung contributors. (The committee's preference for giving a little bit to everyone was 
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enabled systemically by rules limiting merit payouts to pre-set increments of 1.5 percent, 3 
percent, 4.5 percent or 6 percent of salary.) 


Local or line managers responsible for employee performance evaluations had learned 
gradually that it was easier to give everyone high marks rather than low evaluations because 
there likely would be no connection between their evaluations and the committee's ultimate 
pay results. 


As shown in a number of recent projects, including consultant research on high-performing 
companies, a merit compensation delivery process is a good candidate for improvement if it: 


e Results in relatively non-differentiated awards 

Clouds the affect of pay outcomes artificially (e.g., by referring to increments instead of 
actual dollars) 

Offers managers no compensation training 

e Allows for pay rationales that are not communicated. 


Not surprisingly, agency managers and many employees believed the program had become 
just another entitlement program. Worse, the pay delivery process itself had become costly. 
Activity-based costing data showed that the office was spending an additional $1.60 in 
process cost for each new dollar it paid out to employees. 


The Plot Thickens 


Redesigning this dated pay-for-performance system raised three new complexities for CIA 
senior managers: 


e To bring the pay delivery process into agreement with contemporary methods -- 
methods most readily accepted by the very employees who the organization most wants 
to retain -- managers needed to take a calculated risk to delegate increased pay 
responsibilities to individual line managers. 

e Using computer software and hardware that was unavailable when the original pay-for- 
performance structure was set up meant using personal computers and e-mail to enable 
line managers and employees to participate in the pay-for-performance exercises. These 
tools also engaged managers and employees in the process redesign. Management was 
inclined to improve the pay-for-performance process by e-enabling it, if only to better 
connect it to the emerging work force. 

e Actively promoting the idea that a certain percentage of the work force simply will not 
earn a pay raise or bonus was a difficult shift for many supervisors, and required 
training to prepare them to make this shift. After years of operating in an environment 
where their incentives drove them to be collectively custodial toward all employees, 
they now were being asked to individually differentiate employees’ performance. 
Worse, they would have to enunciate that a certain percentage of their staff would be 
due no merit pay increase. 


What follows are the elements crucial to managing these complexities and gaining success in 
such a change. 
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A Numbers' Game 


To improve the pay-to-performance link and reduce process costs, the CIA launched the 
Compensation Options to Motivate Excellence and Teamwork (COMET) project that also 
effectively connoted the speed of implementation. COMET asked the CIA director for three 
important new authorities: 


e Delegating performance pay decisions to the lowest practical individual manager. 
Thirty pay pool managers would be identified to allocate payouts budgeted for their 
organizational pools. 

e Computing payouts as a percentage of salary, rather than preset increments, by using 
the employee's position in the pay range as a key determinant, supplemented by market 
pay information. 

e Removing the 6 percent limit on the size of an individual award. 


These authorities would increase manager accountability for pay and performance and 
provide greater differentiation in merit payouts. With these authorities and the right tools and 
training, managers could be energized to quickly turn around the pay-for-performance 
program and send stronger pay messages to the performance extremes in the work force. Pay 
pools were budgeted according to an assumed performance distribution of 15 percent top 
rated, 75 percent mid rated and 10 percent assumed not to have earned a merit payout. 
Working with management and budget experts, guideline payouts were set according to the 
employee's rating and compa-ratio as shown in Figure 1. 


Other than this guidance and budget limits, there were no rules limiting pay pool managers’ 
judgment in determining actual payouts. Under this payout plan, rewards for exceptional 
performance would range from 6 percent to 10 percent of salary, higher than was available 
under the old increment system that limited awards to 6 percent. On an average salary of 
$60,000, an exceptional contributor stood to earn an award of between $3,600 and $6,000 or 
more, depending on his or her position in the pay range. 


To support this new decision-making role, COMET supplied each pay poo! manager with 
basic fiscal information in the form of a pay pool budget and a simple Excel spreadsheet that: 


e Identified pool employees and their position in their pay ranges 

e Calculated awards based on the pay pool manager's assessment of the employees’ 
contribution 

e Tracked the pay pool manager's use of funds. 


Figures 2 and 3, page 37, offer samples of the pay pool budget and simple spreadsheet, 
respectively. 


Because not every pool's population would divide neatly into chunks of 15 percent, 75 percent 
and 10 percent, managers were free to deviate from this assumed performance distribution. 
But, they also were advised that: 


e If they decided that more than 15 percent of their pool deserved an excellent rating, 
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they might have to reduce payouts overall because they had been budgeted according to 
the 15-75-10 distribution. 

e They would be responsible for explaining to employees any difference between the pay 
table's recommended payouts and what the employee actually received. 

e They would be responsible for how their decisions would be perceived by employees. 
The payout table in Figure | was designed to create pressure for managers to make -- 
and reward -- hard performance choices while complying with fiscal limits. Publishing 
this payout table also made employees educated consumers in the payout process. 


While COMET encouraged managers to allocate more in bonuses to employees with salaries 
above their salary range midpoint and more in permanent salary increases to employees 
whose salaries were below the midpoint, and funded the pools accordingly, the pay pool 
managers were not forced on this point. It was entirely possible that an employee's pay was 
well above the midpoint for performance rather than longevity reasons. If that was the pay 
pool manager's conclusion, he or she was free to continue granting permanent raises up to the 
end of the pay range. And, although each pay pool manager's Excel spreadsheet recommended 
awards based on this payout table, managers were free to adjust the recommended award up 
or down, according to performance and budget, and to determine how much of an award 
would be in bonus and how much in permanent raises. Only the transfer of bonus money into 
salary payouts was barred. Its guidance on this new flexibility was intended to draw attention 
to the manager's accountability: Be sure you can explain your decisions to your people in our 


pay pool. 


Figure 4 illustrates the percentage of the population awarded at each preset increment amount 
in 1999 (by the central committees), compared to the 2000 results where individual managers 
were authorized to make payouts in non-increment sizes. The new process enabled pay 
messages to be sent to the performance extremes. Pay pool managers also granted larger 
awards than ever to high performers. In 1999, 8 percent of the population was given awards in 
excess of three preset increments; in 2000, 23.4 percent. Pay pool managers clearly were 
using the system to send positive pay messages. 


Shaking Down Awards Distribution 


The money for these increases has to come from somewhere. In the COMET system, it comes 
from reducing awards for lower rated performances. In 1999, only 1.4 percent of the 
population had been granted no award. In 2000, managers withheld awards from 4 percent. 
Moreover, another 7 percent of the population were granted an award smaller than a single 
increment under the old system. Thus, in 1999 1.4 percent of the population received less than 
an increment, while in 2000, 11 percent received less than an increment. Clearly, a primary 
COMET objective had been met. Line managers had been empowered to direct performance- 
based payouts to the extremes in the workforce, limited only by their budget. Despite initial 
discomfort with making independent pay decisions, managers were consistent overall in their 
judgments and did not, therefore, suffer from a lack of "committee" input. 


Bringing in the Experts 
Line managers can be energized to assume the new accountability that will strengthen the 


pay-for-performance linkage through involvement in the design, simplified tools, engaging 
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communication and just-in-time training. Indeed, our experience with the CIA shows that 
managers and high-performing employees will embrace the prospect of localized 
performance-based pay decisions. Energizing managers and employees, however, required the 
project to be approached as a "change" project, rather than a compensation project. Although 
compensation expertise was definitely critical to the project, change management and change 
communication proved to be the primary needs. 


As its first act, the COMET team, a mix of contractor and staff specialists with experience in 
strategic HR change, formed a temporary group of 12 members to explain the current CIA 
system and surface different views on the effectiveness of the current merit pay process. This 
group also tested general receptivity to more contemporary practices in pay for performance. 
Members in this Pay Process Advisory Group (PPAG) were a diagonal slice of the 
organization and had a range of foreign field and headquarters experience and positions in the 
hierarchy. Through effective facilitation, the group also: 


Drew a detailed map of the current process 

Debated the affects of possible new procedures on morale and mission 

Served as advocates for change in the work force 

Shared critical incidents or "war stories" from their experience with the 1984-era pay- 
for-performance process, which were used to enrich the manager training and employee 
communication programs. 


The group also defined the role of the pay pool manager. As the PPAG envisioned it, a pay 
pool manager would reach a motivating payout decision using three inputs: 


e Performance information 
e Fiscal data 
e Information pertaining to the new pay decision methodology. 


Managers were accustomed to only performance information that previously had been sent on 
to and anecdotally reinforced by the committee evaluation process. The other two inputs, 
however, would be quite new to the pay pool managers, requiring training and easy-to-use 
tools. Because the pay pool manager role was an additional responsibility for individuals with 
very busy jobs, the COMET team and the PPAG put a high priority on design simplicity of 
our process and decision support tools. 


Simultaneously, the compensation team was leveraging its expertise in the compensation and 
pay markets to gather valid private sector pay information. Pay pool managers' decisions were 
to be informed by rigorously collected market pay data, but experience in past government-to- 
market pay comparisons led the team to believe that using market data in pay decisions would 
be a tough sell in the agency. To address this issue, a second temporary team, a Salary Survey 
Advisory Group (SSAG), was facilitated. Its primary task was to develop detailed job 
descriptions of the communications technicians’ work that would be used to derive market 
salary midpoints. Pay pool managers would use the market midpoints in their decisions about 
the size or kind (permanent or bonus) of an employee's merit payout. 


Once the job descriptions were finalized, they were sent to several local and national 
telecommunications firms, running the spectrum from pre-IPO start-ups to giant global 
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companies. The local and national pay rate benchmarking received much exposure, answering 
all critics with facts about the statistical soundness of the process. Responses from a custom 
survey covered thousands of jobs. The team also used an extensive commercial database of 
surveys and a contractor's statistical staff to augment the comparison. Finally, COMET 
compensation experts turned to the SSAG to guide analysis of the results to determine 
appropriate market-sensitive midpoints. 


Spreading the Good Word 


Specialists in strategic change communication designed an advertising campaign about the 
new process that would be considered unusual in government agencies. To distinguish within 
our guidance that COMET communications must be very different from the past, a complete 
campaign was launched that enabled the sharing of facts with regard to the preliminary design 
of the new process, while still ironing out specific mechanics. 


E-postcards, developed using FLASH software, were e-mailed to all employees. Each 
contained an upbeat teaser message about the new system and invited them to look for more 
information on the COMET section of the internal CIA Web site. Postcard distribution was 
staged around the first COMET announcement and posed basic questions about the 
connections between pay and performance. The second postcard, six weeks later, referred the 
employee to examples of how to use the new system. The third invited employees to review 
the market pay study results posted on the Web site, and announced the date and time for live 
presentations about the market pricing methodology and its results. 


A special section on the redesigned office Web site on the agency's intranet and periodic 
electronic postcards e-mailed to employees linking them to more information about COMET 
added a commercial zip and confidence to communications. This was an effective contrast to 
the formal bulletins employees usually received from the organization. These techniques 
enabled us to convey the idea of a dramatic HR change effectively. 


Concurrently, we were developing surveys for employees and mangers for distribution at the 
conclusion of the payout exercise in August, and coordinating necessary software changes 
with the Agency's Human Resource Information and Payroll Systems. 


Getting the Job Done 


COMET started in November, and payouts under the new system were scheduled for July. 
Two factors drove the need for speed: 


e Annual merit payouts always had been in the May-to-J uly period, and senior 
management did not want the redesigned delivery mechanism to be discredited by 
delaying payouts. 

e Past experience with change management, and particularly HR change projects, 
indicated that many good projects get bogged down in over-analysis, minutia and 
painful indecision. 


Thus, the COMET team approach was to run as quickly as possible for as short a time as 
possible. One consultant compared the approach to removing a Band-Aid: "Does it hurt more 
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if you do it quickly or slowly?" 


On the basis of this change philosophy, the design, training planning, communication, tool 
development and survey preparation all were underway before obtaining final bureaucratic 
approval to implement the proposal. Anticipating approval, system requirements were 
communicated to computer programmers responsible for developing the necessary software 
changes with the agency's HR information and payroll systems. 


By March, three months into the effort, the COMET team had prepared a brisk, interactive 
two-day training session for pay pool managers to be delivered in time for annual merit 
payout exercise in May. In Apmil, the training was delivered in the United States and at a large 
foreign post. To maximize the amount of personal attention each would receive, attendance at 
each session was limited to 12 managers. The course contained refresher information on 
motivational theory, Victor Vroom's expectancy theory, as well as equity theory and feedback 
techniques. The agency's chief administrative attorney served as an instructor to explain legal 
liabilities. Each manager was equipped with a laptop computer containing spreadsheet 
samples illustrating how budgets for permanent raises and bonuses are built, and a sample 
Excel worksheet set up for a practice pay pool merit pay decision session. Performance 
information for this practice session was provided in the form of actual appraisal reports and 
accomplishment records, scrubbed to protect confidentiality. 


On May 1, pay pool managers received their pools' performance appraisal reports prepared by 
the immediate supervisors of the employees, and accomplishment records written by the 
employees on their own behalf. There were no changes to the appraisal process other than to 
alter how the appraisals were used and by whom. At the same time, the COMET team e- 
mailed each pay pool manager a spreadsheet containing his pool's award budget and data 
showing the employee's salary and salary range midpoint, and containing the calculation tools 
to help them reach and record their decisions. As these e-mails were sent, employee and 
manager surveys were developed for distribution in June at the conclusion of the payout 
exercise. These would be used to measure outcomes and develop any necessary system 
changes for the next exercise. 


Process Receives High Marks 


The survey responses indicate that longer-term objectives -- reduced process cost, increased 
accountability and better feedback -- also will be gained. Managers reacted very favorably to 
the speed and simplicity of the process and their comfort with their new accountability. The 
training and spreadsheets, in particular, received extremely good feedback from the managers 
who said they were well prepared to make and very able to communicate their pay decisions 
to employees. Overall, managers were most favorable about the new system's improvement of 
the linkage of performance and pay. 


The employee survey, expectedly, elicited more than a little disappointment from some about 
the size of rewards. Employees expressed less confidence that the new process enhances the 
pay-for-performance linkage. Despite this reception, employee responses were promising. 
They show that employees believe the pay pool managers were fair and familiar enough with 
the employees' work to make the pay decision. 
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These were two major criticisms of the former central committees -- that their decisions 
seemed arbitrary because the real performance discussion was often undocumented, and that 
those on the committees might not understand the work being performed. Moreover, 
employees echoed what managers had said about their knowledge of the process, and 
expressed confidence that their pay pool manager understood how to use the decision support 
tools, and dealt with accurate information. 


Finally, employees indicated that they knew where to find additional information about the 
process. Since COMET was the organization's first project using the intranet as its primary 
communications vehicle, it was gratified by the favorable responses about the availability and 
coherence of process information. 


Examining the Results 


The employee and manager survey responses and the actual fiscal outcomes confirm that the 
COMET project had, in six months, established a more contemporary and more effective pay 
for performance program for hundreds of widely dispersed employees: 


e Managers sent more definite pay messages to the performance extremes of the work 
force; 10 percent received awards greater than the prior-years' limits 

e Managers felt well prepared and were perceived to have done their job fairly 

e The design was quickly communicated to and understood by a worldwide population 

e Managers and employees knew where and how to get additional information they 
needed about the process 

e The new process was less time-consuming, and estimated to cost less than one-third of 
the former process on a recurring basis 

e The spreadsheet tools, which used basic compensation features like midpoints and 
compa-ratios, were understood and brought an element of the marketplace to bear on an 
insular world 

e These new tools worked 

e Managers believed the new process helped them enhance the performance/reward 
linkage 

e Anecdotal comments -- that the grapevine communicated who got the large awards 
indicated that employees also would observe that the linkage is improved. The highest 
rated performers believe this now. 


Webnotes 

Visit our Web site at www.worldatwork.org and go to Information Central. There you will 
find ResourcePRO, a powerful database that holds more than 7,000 full-text documents on 
total rewards topics. 


For more information related to this article: 


e Log in to ResourcePRO Search and select Simple Search 
e Select the Rewards Category: Compensation 
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e Type in this key word string on the search line: "pay for performance" OR "pay and 
performance" OR "public sector and performance" OR "communication and 
performance" 
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ricure1 2000 Payout Table 


» Compa-ratio: 


80 
. Exceptional Contibutor 10% 
(15% of population) 
Key Contributor 45% 
' (75% of population) 
Contributor 0% 


| 


, (10% of population) 


Salary Midpoint 
90 1.00 1.10 
85% 15% 68% 
4% 3.6% = 3.3% 
0% 0% 0% 


Payout percentages are approximate 


Payout may combine salary increase and bonus 


Notes: Compa-ratio is salary divided by pay midpoint 


3% 


0% 


Contribution Rating Exceptional Key Contributor 


Percent of Employees 0.15 0.75 0.1 
at Contribution Rating = ~~ : 
Guideline Raise 0.085 0.04 0 
(Percent of Salary) ; 
Percent of Employees 0.545 0.545 0.545 
Below Midpoint 
Average Increase asa 00069488 0.01635 0 
Percent of Payroll : 
Guideline Bonus 0.068 0.033 0 
(Percent of Salary) ; ; ae 
Percent of Employees 0.455 0.455 0.455 
Above Midpoint Co ee : 
Average Increase asa 0.004641 0.0112613 0 
Percent of Payroll 
Budget for Raises (as a percent of payroll): 0.0232988 
Bonus Budget (as a percent of payroll): 0.0159023 
Eligible Payroll: $670,773 


Percent of Payroll 
0.023 


Annualized Raises $15,628 
Bonus $10,667 0.016 
Total Awards $26,295 0.039 


In this sample pay pool of 11 employees, six (54.5 percent) are 
below their pay range midpoint, while five (45.5 percent) are above 
it Senior managers have set the Assumed Performance Distribution 
of 15 percent to be rewarded as Exceptional, 75 percent to be 
rewarded as Key, and 10 percent to receive no award. In addition, 
senior managers have determined that the average payouts below 
and above the midpoints for Exceptiona! contributions will be 8.5 
percent and 6.8 percent, respectively. For Key contributions, the 
average payouts will be four percent for employees below the 
midpoint and 3.3 percent above the midpoint. Calculations are 
simple multiplication of the Assumed Performance Distribution x 
Guideline Increase x Percentage of Employees above or below the 
midpoint. Summing the results of this multiplication below the 
midpoint results in the budget for permanent raises. Summing the 
results above the midpoint results in the budget for bonuses. Each 
budget is expressed as a percentage of payroll and, when it is mul- 
tiplied by the current eligible payroll, dollar amounts are deter- 
mined. These dollar amounts appear on the pay pool manager's 
worksheet as raise and bonus budgets. 


ricure2 Pay Pool Budget 
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Ficuet3 Pay Poo! Manager worksheet 


A sample Pay Poo! Manager worksheet: Note it contains the Raise Budget of $15,628 and the Bonus Budget of $10,667 developed in the previous 
sample's budget calculation. The Pay Pool Manager enters a rating as £, K, or C and the sheet calculates a suggested reward, based on a percentage 
of salary. The Pay Pool Manager then divides that total suggested reward into permanent salary increase and bonus while keeping under the 
budgets provided in the upper left section of the worksheet 


Pay Pool Manager Worksheet 
Salary Inc. Bonus Combined New Salary 
Available: $15.628 $10,667 $26,295 
Used: $15,161 $9,509 $24,670 $685,934 
Remaining: $467 $1,158 $1,625 
Roster Performance Compa _ Calculated Enter Enter Combined New 
Rating Ratio Suggested _ increase or 0 bonus Salary 
times Reward or 0 amounts 
Monetary Amount 
Reward 
Percentage 
Name Salary Mid-Point Compa-Ratio E,K,or C % Total $ Salary Bonus 
1 47,063.00 54,901.00 0.86 K 0.0430 2,023.71 2.023.00 2,023.00 49,086.00 
2 35,298.00 45,559.00 0.77 K 0.0500 1,764.90 1,765.00 1,765.00 37,063.00 
3 67,816.00 65,374.00 1.04 E 0.0710 4,814.94 1,000.00 3,815.00 4815.00 68,816.00 
4 58,338.00 65,703.00 0.89 K 0.0400 2,333.52 2,333.00 2,333.00 60,671.00 
5 59,320.00 65,703.00 0.90 K 0.0400 2,372.80 2,373.00 2,373.00 61,693.00 
6 60,302.00 65,703.00 0.92 K 0.0390 2,351.78 2,351.00 0.00 2,351.00 62,653.00 
7 76,996.00 65,703.00 1.17 Cc 0.0000 0.00 0.00 0.00 0.00 76,996.00 
8 62,266.00 65,703.00 0.95 K 0.0380 2,366.11 2,366.00 2,366.00 64,632.00 
9 55,040.00 54,630.00 1.01 K 0.0360 1,981.44 950.00 950.00 1,900.00 55,990.00 
10 75,633.00 65,374.00 1.16 K 0.0310 2,344.62 0.00 2,344.00 2,344.00 75,633.00 
11 72,701.00 65,374.00 111 K 0.0330 2,399.13 0.00 2,400.00 2,400.00 72,701.00 
Totals: 670,773 ~ "24,752.95 15,161.00 9,509.00 24,670.00 685,934.00 


Ficure4 Payout Comparisons 


1999 1.4% 8.7% 42% 40% 8% 
Increments 0 1 2 3 4 
2000 4% ----7% === == 28%--- ---37%-- = 14%- —_-9.4% 
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The Perils of Pay Inequity 
Addressing the Problems of Compression 


Andrew L. Klein, Ph.D., Kimberly M. Keating and Lisa M. Ruggiero, Mercer Human 
Resource Consulting 


There are too many opportunities and too many hungry recruiters to expect people to 
stand for inequity for long. 


Ready to make an offer to a new hire, the hiring manager studies the seemingly 
essential pay level for this person to be hired. This amount is more than the current 
pay of three other good longstanding employees in the same position for several 
years. It seems unfair and it will be cause for discontent. Everyone loses. What went 
wrong? 


If employees feel they are not getting paid what they are worth, or that they are not 
paid equitably to others in the same role, this creates an incentive for them to leave. 
This is not a negative outcome if the employees who are paid less are poor 
performers. Unfortunately, in many cases, organizations do lose individuals they 
would like to keep. 


It is not uncommon for new hires to be brought into organizations at higher market- 
based pay levels compared to incumbents who have been in a position at least two 
to three years. Pay information leaks quickly, even in organizations that try to keep 
this information confidential. This situation creates significant resentment among co- 
workers and a belief that one has to quit and get rehired, or just get hired elsewhere, 
to receive better or comparable pay. While pay compression may not be enough by 
itself to drive people away, it can be a significant irritant in employee relations and 
satisfaction. 


Despite short-term economic ups and downs, overall employment is a seller's 
market. Good people with in-demand skill sets will be in short supply for the 
foreseeable future. This makes compensation management increasingly dependent 
on good data and more progressive and market-sensitive systems of administration. 
Employers cannot afford to bring in someone and lose him or her inside a traditional 
merit matrix program of pay administration, with incumbent pay falling behind new- 
hire pay. There are too many opportunities and too many hungry recruiters to expect 
people to stand for inequity for long. The best counsel is to ask the right questions 
about pay differences and administer pay in a way that works for the organization 
and its talent pool. 
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Probing for a Pay Compression Problem 

The hiring dynamic described is commonly referred to as pay compression. It exists 
when employees with more organizational seniority and experience receive lower 
salaries than new hires. Another variation of compression is when subordinate pay 
comes close to, and sometimes even exceeds, the pay of a direct report/superior 
position. Before beginning to ponder solutions for this problem, one should first ask a 
series of diagnostic questions to determine whether an organization has a pay 
compression problem. These questions include: 


« Are new hires bringing in new and valuable skills and behavioral competencies 
that current incumbents do not have? If so, can we identify these skills and 
competencies? 

e Are incumbents who meet or exceed performance expectations behind in pay 
and, if so, is the organization in danger of losing strong performers who have 
fallen behind on pay to the competition? 

e How quickly do employees move through a salary range for a designated 
position and what determines when and how they move through the range? 

e Are these pay inequities confined to a specific group or unit or are they 
prevalent across the organization? (Inequities in select groups may point to the 
practices of certain managers.) 

e Are new hires receiving higher pay consi 
salary or career levels? 

e Does your explicit or implicit rewards strategy and philosophy support 
maintaining market competitiveness for employee pay levels and has this 
strategy been communicated clearly? 

e Are managers utilizing the compensation systems available to them? Many 
plans fail because managers do not utilize the tools available to ensure that 
employee pay levels are aligned with the market. 

e Has the rewards strategy and/or philosophy changed in recent years? For 
example, are you now recruiting individuals with different backgrounds, skills 
and competencies? Does this have an impact on pay for the positions? 


stently in certain positions or at certain 


By asking such questions, one large organization uncovered a problem that 
previously had gone undetected. The organization maintained a grade system with 
an unstructured process for annual increases. The only way employees could 
receive a significant annual increase (i.e., greater than 3 percent to 4 percent) was to 
move to the next pay level. This promotion could occur when they attained a 
predetermined level of skill, knowledge, time in job or a combination of criteria or 
predefined competencies tied to each level. Of course the regular annual increase 
was rarely sufficient to keep up with the market movement, and they started to 
experience significant compression issues. The problem wasn't readily apparent 
because the organization maintains low unwanted turnover. However, upon further 
examination, it became evident that the compression was placing a great amount of 
pressure on the promotion system. For example, people doing level 7 work, 
described as appropriate for being classified in a level 7 job, were classified as level 
11 or 12, job classifications much higher than the job content would warrant, to 
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capture the higher pay of the higher levels. 


Often, companies have data that is available for mining answers to these questions. 
Others will find this difficult. Excellent human resource information systems (HRIS) 
house this kind of information in readily accessible databases. Often, multiple 
sources of data will need to be accessed, collated and analyzed to find answers to 
these questions. Information systems and management staff will earn their keep in 
these situations. 


Once the data from responses to these questions have been analyzed, you can 
determine whether you have a problem. If so, the search for a solution begins. It is 
important to tailor the solution -- or solutions -- to the company’s answers to these 
questions. 


Potential Solutions to Pay Inequity Issues 

When developing potential solutions to the new hire/incumbent pay inequity issue it 
is important to note that a great deal of overlap among the solutions is based on 
three key assumptions: 


e There is a need to align position pay for competent to high performers with the 
market rates for other high performers in those positions. For example, 75th 
percentile pay is a potential proxy for what high performers are or should be 
paid. 

e There is a need to have an internal compensation system and tools that enable 
managers to move employees through their salary range or band in a manner 
that keeps them in line with movement in the marketplace and/or individual 
performance. This is not advocacy of a “step” or automatic increase system of 
pay increases. Rather, it is advocacy for system tools like decent performance 
outcome assessments, a structure that allows managers to recognize 
contribution, and a budget that keeps pay market competitive for an 
employee’s contribution. A step system can serve in this role, but so can other 
pay system designs. 

« Get the budget right. Too often companies have sweeping adjustment numbers 
(e.g., recent Mercer survey data suggests an average merit increase budget for 
2002 of about 3.5 percent). Such sweeping numbers may not align with what is 
happening by industry, geography, job family or particular “hot job/skill.” Such 
numbers may undermine the human resources strategy. For example, if 
competitive advantage is a lean but very smart work force, national average 
adjustments soon will produce an environment that does not have the 
necessary financial strength to attract and retain such talent. The net cost to 
keeping the company competitive may be greater or less than 3.5 percent, but 
a careful, data-driven analysis is needed to “get it right” -- that is, produce the 
merit increase budget necessary to actually fit the need. If the cost is higher, it 
should be considered part of what is necessary to succeed and, therefore, be 
paid for by higher business growth, higher profits and lower turnover of top 
performers. 
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The following sections provide three options to consider for addressing the pay 
inequity issue. No single answer can totally resolve the issue, but implementing one 
or more of these options will minimize the inequities in this area, thereby creating a 
more satisfied, fairly treated work force. 


Option No. 1: Standardize Pay Progression through the Salary Grade or Band 
Some employers have dealt with this issue by designing pay progression systems 
that allow them to increase base salary levels based on predetermined factors, such 
as time in the position or position within the salary grade or band. An example would 
be a preset step increase program that assumes competent performance by 
employees and provides automatic increases at scheduled times (e.g., every six 
months for the first one to two years) to bring employees’ pay in line with the market 
median and/or midpoint of the salary range. Once the individual incumbent has 
reached the midpoint or market median, there are several options. One is that all 
other pay increases above market median are based on individual performance or 
team performance. In addition, compensation above the market median can be all, 
or in part, variable pay. 


In the past decade, these types of programs have been used in industries such as 
information technology and health care. They also can be found in university 
settings. This may, in part, be a result of the rapid increase in pay levels due to the 
demand for these positions, the shortage of qualified labor in the marketplace and 
the resulting inequities between longer-term employees and new hires. Figure 1 
illustrates how this system might work in the first two years. 


FIGURE 1: Preset Step Increase Program 


New 6 A vear 1-1/2 
Hire months y years 


Actual Pay $40,000 $42,400 $45,000 $47,700 $50,560 


2 years 


Midpoint of ; 
Seen RAnGe ee tO Rae OOe “SAR BSD “SSD. S00 


Bsa IN g5% = «0% +=: 98% += 9% 101% 
ange 

Percent of 

Increase 6% 6% 6% 6% 
(preset) 


1 Year 1 Midpoint = Midpoint x Structure Adjustment of 3.5% = 
$47,000 x 1.035 = $48,650 
Il Year 2 Midpoint = Midpoint x Structure Adjustment of 3.5% = 
$48,650 x 1.035 = $50,350 


A step-based program also can be designed to determine what pay should be 
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offered to new hires. New hire pay rates based on years of experience are common 
in certain professions such as nursing, law and education. Steps also can be tied to 
knowledge of certain skills. For example, the information technology and nursing 
professions have had step-like increases in pay for each additional certification or 
credential. The result is that a new hire and an existing employee with identical 
credentials would be paid the same. This avoids reversals. If there is a value to the 
company for the additional experience of working there, then this is a credential that 
is systematically valued and worked into the pay equity equation. 


Option No. 2: Abandon Traditional Means 

In a traditional pay program, the mantra is that inexperienced new hires should come 
in at the bottom of the pay range -- and move further into the pay range only if their 
credentials and experience suggest they should be hired above entry level. It is 
important to make sure that the relevant rationale for hiring above the entry level is 
sound (i.e., reflects value to the organization) and documented. The tradition is for 
symmetrical ranges that are +/— 20 percent of the midpoint or more. 


If most employers followed the mantra or used the bottom of these wide ranges, they 
would find that: 


e When people are hired in or near the minimum of the range, it almost always 
takes considerable time to reach the midpoint unless their pay is accelerated in 
relation to market movement. 

e Itis very hard to hire so far off the market (e.g., 20 percent or more) when labor 
supplies with the requisite skills are in short supply (e.g., the information 
technology “hot skills” situation). 


Actual salary increases typically exceed structure movement by 1 percent to 2 
percent annually. This means that a person's range penetration per year is no more 
than the difference between actual salary movement and structure movement. 
Assuming a typical range width of 45 percent to 50 percent, it doesn't take a 
mathematician to figure out that the employee, assuming average performance, will 
not reach midpoint for 20-plus years under this scenario. Some organizations will 
use a performance/range penetration matrix to award the largest increases to those 
people who are strong performers and are low in the range. This, of course, can help 
accelerate movement to the midpoint and decelerate movement beyond the 
midpoint. But overall, traditional approaches move existing employees through the 
ranges too slowly, and new hires press for pay that is at or near the market. 


The bottom line is that organizations that hire people well below the midpoint should 
be prepared to award increases that significantly exceed the market in the first few 
years. This may require, as demonstrated in Figure 1, granting increases at six- 
month intervals 

for the first two or three years. Obviously, the time to reach midpoint would be 
influenced by the employees’ skills and competencies and how quickly they grasp 
the key elements of the job. But in most cases, an employee should reach midpoint 
in a few years, not 15 or 20 years. 
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In addition, the traditional structure that is symmetrical around the competitive 
market rate needs to be abandoned for tough-to-find talent. Hiring -- and paying -- no 
more than 10 percent below market is as far “off’ market as an organization can be 
and still bring in talent. This means all new hires and existing employees are paid at 
or near the market always. And movement of those who are below market to the 
market is quick -- no more than two years. This approach has been helpful. In a few 
cases, some employers also have introduced steps in the lower portion of the range 
to ensure adequate movement to the midpoint. Beyond the midpoint, steps 
disappear and this should be viewed as performance territory, with performance pay 
delivered as base or variable pay or a combination of the two. 


In fact, one law firm uses variable pay as a compression reducer. Pay for new-hire 
lawyers from the top schools has been moving up so fast that compression has 
become a real problem. So, to address this issue, the firm identified the attorneys 
who were top performers and made them eligible for additional incentive pay. There 
is still some base pay compression, but this is overcome by bonus pay opportunities 
tied to firm success and individual contribution. 


Option No. 3: Make Equity Adjustments After the Fact 

An after-the-fact option for organizations that do not move individuals through their 
salary range at a pace closely aligned with market would involve undergoing the 
following process when making new-hire pay decisions: 


e Review pay of incumbents already in the position. 

e Review market pay levels of the position. 

e Keep track of the tenure and skill and experience levels of current staff. 

e Hire at the highest market rate that would not create an inequity relative to 
others in the same position. 

e Provide equity adjustments to employees whose pay levels fall below the 
market for their level of experience and technical knowledge. 


Organizations should be careful in using this approach because it serves as a “Band- 
Aid” but not a solution to the underlying problem. Once organizations begin adjusting 
pay levels each time there is a new hire, it triggers a precedent for what happens 
with other equity issues in the future. There frequently are good reasons for 
inequities in pay, such as low performance from the current incumbent, lack of 
competencies or skills compared to the new hire, etc. But, after-the-fact adjustments 
are a reality and need to be done ina systematic way that leads to adjustments 
based on market pay, relevant and valuable skill and experience and other factors 
that matter when looking at comparability across job incumbents. This assessment 
should be standardized and documented so that pay is equitable across job 
incumbents, and grievances can be addressed forthrightly and, hopefully, turned into 
corrective action or proper understanding of the differences in pay. 


Define Critical Success Factors for the Position 
In many cases, the new hires do bring real “value” to the organization because they 
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come with different experiences, the competencies necessary for strong 
performance, new methods and ideas, and a fresh perspective on the work. This is 
reflected in the higher pay levels offered to them. In the past decade, there has been 
a move from focusing on paying individuals for the job they do to paying individuals 
for the skills, knowledge and competencies they have (Lawler, 2002). 


More and more companies are dealing with the inequities in pay in these situations 
by creating a road map that defines the critical success factors necessary for 
success in the position. This road map gives employees an understanding of what it 
takes to be successful in their respective roles and to be compensated appropriately 
for their work. Given this road map, employees have the opportunity to strive to meet 
the requirements of the position, or they may choose not to, thereby staying at a 
lower level of pay or leaving 

the organization. 


Consistently Align with the Market 

Many organizations state in their rewards strategy and philosophy that they are 
market-based organizations. However, to truly follow the market year after year, 
employers need to move their salary structures and actual employee pay levels at a 
pace that aligns with movement in the marketplace, and this typically does not 
happen. Many factors contribute to this inconsistent behavior in moving with the 
market: 


e Decreases in salary increase and structure adjustment budgets 

« Inconsistent HR practices and pay decisions from one year to the next 

e Implicit practices by management that do not align with following market pay 
levels year after year. 


Employers that are serious about attracting and retaining qualified strong performers 
on an ongoing basis need to consistently align pay structures and actual pay levels 
with the market. Companies that neglect these high performers will be at serious risk 
of losing them, even in a tight economy (Fitzgibbons and Seigel, 2002). This does 
not mean that low performers can hang on the coattails of competent and high 
performers. There should be a negative consequence for their poor performance 
based on a fully utilized performance management process, and studies show that 
these performance-based processes are prevalent in high-performing organizations 
(Gupta and Mitra, 1998). 


Conclusion 

The need for skilled and experienced talent and the shortages in key areas make 
hiring very competitive. This can result in good inside talent getting paid less than 
new hires doing the same work. These “reversals” are painful and disruptive and can 
lead to expensive and unwanted turnover. 


After a careful assessment of their own situation, employers should consider one of 
three approaches -- or some combination of these approaches -- to address the 
problems of compression. First, an accelerated pay adjustment program brings all 


GR4 @ RES 7.7 


© WorldatWork. All rights reserved. 


employees who are acceptable or better performers quickly to the market rate for the 
job. Second, a nontraditional asymmetrical range structure puts everyone near the 
market rate at all times. And, third, after-the-fact adjustments can be made if there 
are definitions of the critical success factors for the job that are used to ascertain 
whether there really is pay inequity. 


These approaches will ensure a fair and equitable approach to paying new hires and 
incumbents alike. 
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Steering Clear of Court 
By Charles Mannila, CCP, Day & Zimmermann Protection Technology 


To avoid lawsuits in a litigation-happy workplace, employers should keep in mind 
that an ounce of prevention is worth a pound of cure — and then some. 


Quick Look 


e Employers have almost a 100 percent chance of 
being sued by their employees. 

e Employers with federal contracts or active unions are 
most at risk for fair-pay lawsuits. 

e Employers need a lawsuit prevention checkup at 
least annually. 

e Avoid conducting a compensation audit if your 
employer won't make necessary changes. 

e Attempting to resolve compensation audit 
deficiencies will reduce your employer's potential 
liability in court. 


Lawsuits are at an epidemic level. However, most employers and managers do not even 
consider lawsuit prevention until it is too late. 


Statistics show people in the United States have almost a 100 percent chance of being sued 
during their lifetime. In light of the growing number of frivolous and fraudulent lawsuits filed 
each day, employers also have nearly a 100 percent chance of becoming a lawsuit victim — 
especially now, it seems, since compensation-related lawsuits are on the rise and the average 
employer cost of defending against a lawsuit exceeds $75,000. These are the hard facts based 
on research published in “Asset Protection for Everyone” by Roland Frasier III, “Asset 
Protection Secrets” by Amold S. Goldstein, and findings from the Lincoln Institute’s 1999 
Keystone Business Climate Survey. 


The time, cost and stress to employers and human resources professionals are almost 
impossible to quantify. As a result, 90 percent of all lawsuits are settled before they get to 


court. 


Employers also face the threat of additional legislative attempts at federal pay bills, such as 
The Fair Pay Act and The Paycheck Fairness Act. Employers with federal contracts and active 
unions face the highest lawsuit risk specific to total rewards programs. 
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This article provides HR and compensation professionals with a lawsuit prevention checkup 
to determine if their total rewards programs are at risk, and offers suggested lawsuit 
prevention strategies to help reduce their employers’ chances of being sued. 


Laws Affecting Total Rewards Compensation 
There are a number of fair employment practice laws specific to compensation, including: 


The Equal Pay Act of 1963 (EPA) 

Title VII of the Civil Rights Act of 1964 

The Age Discrimination Employment Act of 1967 (ADEA) 

Title I of the Americans with Disabilities Act of 1990 (ADA) 

The Fair Labor Standards Act of 1938 (FLSA) 

The Older Workers Benefit Protection Act 

Executive Order 11246 (Presidential directive which has the effect of law) 
Numerous state and local fair employment laws. 


EPA makes it unlawful for an employer to discriminate between employees on the basis of 
sex for pay purposes, unless one of the following four exceptions or defenses are met: 


e Work experience 
e Seniority 

e Performance 

e Productivity. 


Most litigation surrounding EPA violations has focused on gender-based differences in pay 
levels. Title VII and other fair employment practice litigation have focused more on disparate 
treatment (basing employment decisions on race, color, religion, general or national origin) 
and adverse impact (blatant or overt acts of discrimination) and the process by which pay 
levels are determined. Compensation discrimination claims fall under these statutes. 


FLSA provides minimum standards for both wages and overtime entitlement, along with 
equal pay provisions and exemptions to FLSA. Executive Order 11246 applies the protections 
of EPA and Title VII to companies that receive federal contracts and is enforced by the Office 
of Federal Contractor Compliance Program (OFCCP). 


Current Trends 


e Glass ceiling audits. Employees file lawsuits after EEOC and OFCCP glass ceiling 
audits that allow the government and employees to see the employer’s current and past 
compensation practices. 

e Union pay equity studies against employers. Unions target employers for potential legal 
action by conducting their own pay equity studies and/or negotiating with employers to 
use existing pay equity study results to identify existing pay disparities. 

e New fair pay legislation. Recent attempts include The Fair Pay Act and The Paycheck 
Fairness Act. 

e Court rulings. The Supreme Court has reversed equal pay rulings for state government 
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agencies, colleges and universities. Other past court rulings which applied equal-pay 
laws to state government employers also may soon be overturned by the Supreme 
Court. 

e Government-enforced EPA. The OFCCP has gone beyond EPA enforcement by 
expanding pay comparisons from male and female to minorities and non-minorities. 
This government agency also uses EEO occupational categories, which goes against the 
EPA of equal pay for jobs of substantially equal skill, effort and responsibility. While 
companies can use four criteria to defend compensation under EPA, the government 
appears to be using only one exemption — seniority — as an acceptable mitigating factor 
to make a preliminary finding of adverse impact of salary programs within broad 
categories. 


General Lawsuit Prevention Tips for Employers 


The following tips will help reduce your employer’s overall risk for an employee lawsuit and 
should indirectly reduce the threat of compensation-related lawsuits. 


e Create and maintain a written HR policy manual, which outlines employer 
compensation practices and requirements. 

e Communicate compensation policies with employees and supervisors to hold them 
accountable. 

e Review/audit existing employment policies and pay practices to determine if they are 
followed and applied consistently within the organization. 

e Provide supervisor and manager training programs which educate supervisors on 
compensation policy do’s and don’ts. 

e Provide employees with dispute resolution channels 

o Establish employee grievance policies 

o Establish alternate dispute resolution processes. 
o Maintain an open-door policy 

o Conduct 360-degree peer reviews 

o Conduct exit interviews. 

e Don’t add new duties to an untrained employee’s job description. This usually occurs 
after a company downsizing, reorganization or when an employee uses a leave of 
absence. Several recent court awards confirmed that adding new responsibilities to an 
employee’s job duties and then disciplining or firing the employee for failure to 
perform these new duties is dangerous. 

e Provide enhanced employee training. The more training employees receive, the less 
likely they are to sue their employer. 

¢ Get Employment Practices Liability Insurance (EPLI) to provide your employer with a 
cushion. This insurance has increased in popularity with employers during the past few 
years and is more affordable now. 

e Obtain a signed employee/employer arbitration agreement. This tool is becoming more 
popular as employees and employers realize how quick and inexpensive arbitration is 
compared to the court systems. However, arbitration agreements have limitations — 
employees still can sue their employer for Title VII discrimination claims. 

e Post all job openings to help reduce the number of employee discrimination charges. 

e Avoid situations which can make you personally liable, such as: 

o Sexual harassment 
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Possible slander or libel situations (references, performance evaluations) 
Employment discrimination 

Failure to properly supervise employees 

Giving legal advice (401[k] investment advice, employee discrimination) 
Serving on professional association or company boards without adequate liability 
insurance coverage. 


00000 


Total Rewards Program Lawsuit Prevention Tips 


Your employer should consider implementing the following lawsuit prevention strategies to 
help eliminate self-assessment checkup deficiencies. 


e Use a formal job evaluation system. Recent employee discrimination audits conducted 
by OFCCP have attacked broad employee job groups such as “manager” as being the 
same for pay purposes. This allows OFCCP to allege pay discrimination across 
numerous job groups instead of one job group. 

e Maintain and validate job descriptions with essential job functions that demonstrate 
different duties and responsibilities for different pay. This will help prevent ADA and 
employment discrimination lawsuits for non-performance. 

e Establish a formal performance evaluation process and system. 

e Investigate all charges of unequal pay immediately and without bias. 

e Make full use of the four exemptions provided under EPA (experience, seniority, 
performance and productivity), which employers can use to defend compensation 
disparities. 

e Tie employee compensation to performance to take advantage of this important EPA 
exception. 

e Maintain a strict employee pay confidentiality policy to minimize dissemination of 
employee pay information to unauthorized employees. When employees share salary 
data, it usually ends in disgruntled employees and leads to unfair pay charges. 

e Ensure broadbanding job categories and compensation levels are defensible before a 
glass-ceiling audit occurs. 

e Perform a compensation compliance audit at least annually using at least one basic 
compensation analysis tool, such as the median or average approach with table and sort 
capabilities. 

e Use a human resources information system (HRIS) or compensation software to ensure 
that compensation data 1s accurate. 

e Ask HR to review/approve all compensation changes to ensure consistency and 
compliance with employer policy. 

« Compensation audit results that identify problems should be corrected before a 
complaint or litigation occurs. 

e Document results of compliance audits to help defend the employer against lawsuits. 
Showing that you have attempted to correct compliance audit deficiencies will reduce 
your liability in court. 

e Avoid conducting a compliance audit if your employer won’t make necessary changes. 
Legal action will make your employer more liable if identified problems are not fixed. 

e Use legal counsel to help conduct compliance audits. Documents can be shielded from 
disclosure under the attorney-client privilege. 

e Know your applicable state and local fair employment laws wherever your employer 
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does business. 


Is your employer at risk? 


The following total rewards program self-assessment will be helpful for human resources 
and compensation professionals to determine if their employer is at risk for a 
compensation-related lawsuit. 


Quick Quiz Response 


1. Has your employer failed to create valid job descriptions for 


all positions? Merits NG as 
2. Are employees exempt from reviewing and signing their job Yes AS 
description? Sas —= 
3. Does your employer avoid using a formal job evaluation Ves SiG 
system? —— —: 
4. Are you aware of any compensation-related lawsuits filed Ves No 
against another employer in your industry? = = 
5. Does your employer avoid using a formal performance vid No 
evaluation process? ——— a 
6. Does your employer fail to require ongoing compensation Ved No 
reviews? —= — 
7. Does human resources fail to approve all compensation Vas Na 
changes? —= =— 
8. Does your employer fail to post all job openings? Yes No 

9. Does your employer fail to tie variable pay (bonuses) to Vise No 
performance goals eel —= 
10. Do you have any pending employee pay-related complaints Ves nid 

with EEOC or other government agencies? —> — 
11. Has your office been subject to an EEOC compliance audit? Yes No 

12. Are other sources of compensation (benefits, ESOPs, 

bonuses, overtime, on-call pay, etc.) excluded in determining Yes No 

fair pay? 

13. Does your employer do business with the federal Ved Nie 
government? —= —— 
14. Is your employer's work force represented by unions? Yes No 

15. Has a union or government agency recently asked for a pay Ves No 
equity study? —— — 
16. Has your employer initiated a pay study to support reducing Wed Kis 
wages? == = 
17. Has your employer failed to correct deficiencies identified Vee No 
during a compensation audit or pay equity study? ——— = 
18. Does your employer deal with physician compensation? Yes No 

19. Does your employer rely heavily on independent Yes No 


contractors? ——= 
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20. Has your employer made any voluntary early retirement Y N 
offers? es ___ o__ 


If you answered “yes” to five or more of the above questions, your company is at risk for a 
pay-related lawsuit. If you answered “yes” to 10 or more questions, your employer is at a 
significant risk. 


Doing Homework Saves Money 


Communicating compensation program concerns to your employer is a sensitive issue that 
can be managed by presenting a business case that supports your recommendations. Doing 
your homework is essential. Completing a cost/benefit analysis listing the potential benefits to 
your employer also will result in effective risk management. 


Performing a human resources and total rewards program checkup at least annually will 
identify problems before they occur and allow your employer to correct disparities before they 
become lawsuits. The cost/benefit tradeoff will pay for itself in reduced employee charges and 
litigation costs. 


About the Author 


Charles Mannila, CCP, is vice president and chief administrative officer for Day & 
Zimmermann Protection Technology. headquartered in Philadelphia, Pa. 
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Glossary 


Base Pay Management ¢ Course GR4 


A 


ability to pay 

The ability of a firm to pay a given level of 
wages or to fund a wage increase while 
remaining profitable. A frequent issue in union 
contract negotiations. 

[C4, T1, GR1, GR4, GR5] 


across-the-board increase 

An identical pay raise — either in a flat rate 
such as cents per hour or as a percentage of 
salary — given to all eligible employees. Also 
known as a general increase. 

[C4, T1, GR1, GR4] 


actual hours worked 

The time worked in a pay period by an 
employee, as opposed to scheduled hours. 
Calculation of actual hours worked includes 
regular hours plus overtime hours, less 
absences. 

(C1, C4, T1, GR1, GR4] 


anniversary date 

(1) The date used by insurance companies for 
the purpose of determining the experience 
rating for the completed accounting period and 
establishing the premium rates for the next 
period. (2) The date used in some pay systems 
to trigger a review of the employee's salary 
and/or to trigger a potential salary increase. It 
may be the anniversary of hiring, last pay 
increase, promotion or some other reference 
point. 

[B3A, C4, GR1, GR4] 


annual bonus 

Usually a lump-sum payment (cash, shares, 
etc.) made once a year in addition to an 
employee’s normal salary or wage for a fiscal 
or calendar year. Generally nondiscretionary 
and not based on predetermined performance 
criteria or standards. 

[C4, C12, C15, C17, T1, T9, GR1, GR4, GR5, GR6, GR7] 


annualized increase percent (also, 
equivalent annual percent increase) 

A salary increase expressed as an annual rate 
of increase. It is calculated by dividing the 
number of months since the last increase 
(denominator) into 12 (numerator) and 
multiplying the result by the actual percent 
increase: (12 / number of months since last 
increase) x (percent increase). 

[C4, GR4] 


area differential 


(1) Allowance paid to compensate expatriate 
employees for medium-term cultural and 
hardship factors present in his or her country of 
assignment compared to the base country. (2) 
Allowance paid to domestic or expatriate 
employees in certain geographic areas based 
on different average pay levels and/or cost of 
living. 

[C4, C15, C17, GR4] 


automatic wage progression 
Automatically increasing wages after specified 
periods of service, until the employee reaches 
the top of his or her salary range. Automatic 
wage progression often is achieved through an 
automatic step-rate pay system. Also known as 
length-of-service increases. 

[C4, C15, T9, GR4, GR7] 
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average frequency (of salary increases) 
Used to determine how often a salary increase 
is granted. It is determined by summing the 
months between increases granted for the 
employee groups and dividing by the number 
of increases and employees. Normally 
calculated on a department-wide or company- 
wide basis. 

[C4, GR4] 


average hourly earnings 

Used to determine the amount an employee 
has earned over a period of time. It is 
determined by dividing hours worked per 
period into the total wages earned for that 
period. 

[C4, GR4] 


average percent increase 

Used to determine the average salary increase 
given. It is calculated by dividing the sum of 
salary increase amounts for all eligible 
employees by the eligible payroll. Both the 
numerator and the denominator include those 
who were eligible and participated but received 
no increase. 

[C4, GR4] 


B 


base payroll 

The sum of annual salaries and/or wages 
(base rates) paid at the opening of business on 
the first day of the plan year or last day of prior 
year (e.g., Dec. 31) before any increase. 

[C4, C17, GR4] 


benchmark job 

A job that is commonly found and defined, 
used to make pay comparisons, either within 
the organization or to comparable jobs outside 
the organization. Pay data for these jobs are 
readily available in published surveys. 

(C2, C17, T1, GR1, GR3, GR4] 


broadbanding 

A pay structure that consolidates a large 
number of pay grades and salary ranges into 
much fewer broad bands with relatively wide 
salary ranges, typically with 100 percent or 
more difference between minimum and 
maximum. 

[C2, C4, T1, GR1, GR3, GR4] 


budget 

A financial plan for the allocation of money to 
pay for wages and indirect compensation for a 
covered group of employees over a specified 
period. 

[C4, GR4] 


C 


career ladder 

A series of defined levels within a job family 
where the nature of the work is similar 

(e.g., accounting, engineering) and the levels 
represent the organization’s requirements for 
increased skill, knowledge and responsibility 
as the employee moves through a career. 
Parallel, or overlapping, ladders called dual 
career ladders are sometimes created to allow 
for “cross-overs” into another ladder (e.g., from 
engineering into management). Also called 
career pathing. 

[C2, C4, GR3, GR4] 


cash compensation 

The sum of all cash payments made to an 
individual for services (i.e., employment) during 
a given year. 

[C4, C17, T1, GR1, GR4] 


cash flow 

The amount paid out throughout the year 
coupled with the time of payment and all the 
attendant changes. 

[C4, T3, GR2, GR4] 
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centralization 


The extent to which pay policy determination 
and salary administration practices are 
controlled, usually by a central work group, 
across organizational units. The degree of 
depends on the culture and compensation 
strategy of an organization. 

[C4, C6, C17, T1, GR1, GR4] 


COLA 


See cost-of-living adjustment. 
[C4, C15, T9, GR4, GR7] 


collective bargaining agreements 
Agreements between employee groups and 
employers detailing work conditions including 
working hours, vacation and holiday 
entitlements, termination of service provisions 
and sometimes benefit entitlements. These 
agreements may be specific to one company 
or industry or apply nationally. 

[B1, B5, C4, C15, C17, T6, T9, GR4, GR7, GR8] 


common review date 

The date on which all (or a group of) 
employees receive pay increases. For 
example, a company may implement increases 
for all employees on April 1; employees hired 
off cycle usually receive prorated increases. 
Also known as focal point review date. 

[C4, GR4] 


compa-ratio 

The ratio of an actual pay rate (numerator) to 
the midpoint or some other control point for the 
pay range (denominator). Compa-ratios are 
used to measure and monitor an individual’s 
actual rate of pay to the midpoint or control 
point of their range. A compa-ratio can be 
calculated for a group, a department or an 
entire organization. 

[C4, C17, T1, T3, GR1, GR2, GR4] 


compensation philosophy 


Ensures that a compensation program 
supports an organization’s culture. 
(C1, C4, C11, C12, C17, T1, T4, GR1, GR4, GR5, GR6] 


compensation policy 

Ensures that a compensation program carries 
out the compensation strategy while supporting 
the compensation philosophy. 

[C1, C4, C11, C12, C17, T1, T4, GR1, GR4, GR5, GR6] 


compensation strategy 

The principles that guide design, 
implementation and administration of a 
compensation program at an organization. 
The strategy ensures that a compensation 
program, consisting of both pay and benefits, 
supports an organization’s mission, goals and 
business objectives. It may also specify what 
programs will be used and how they will be 
administered. 

[(C1, C4, C12, C15, C17, T1, T4, T9, GR1, GR4, GR5, GR6] 


competency 

A behavior, attribute or skill that is a predictor 
of personal success. 

[C4, C11, C17, T1, GR1, GR3, GR4, GR5] 


competitive pay policy 

The strategic decision an organization makes 
about which labor markets to use as 
comparison groups and how to set pay levels 
with respect to those groups. After choosing 
the comparison group, the organization must 
decide its market position with respect to the 
group. 


[C4, C17, T1, GR1, GR4, GR5] 


compression 

Pay differentials too small to be considered 
equitable. The term may apply to differences 
between 1) the pay of supervisors and 
subordinates, 2) the pay of experienced and 
newly hired personnel of the same job, and 3) 
pay-range midpoints in successive job grades 
or related grades across pay structures. 

[C4, GR4] 


control point 

The point within a salary range representing 
the desired pay for a fully qualified, satisfactory 
performer in a job or group of jobs at a given 
time (usually the midpoint of the salary range). 
[C4, C17, T1, GR1, GR4] 
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cost-of-living adjustment (COLA) 

An across-the-board wage and salary increase 
or supplemental payment designed to bring 
pay in line with increases in the cost of living to 
maintain real purchasing power. 

[B3, C4, C15, T1, T4, T9, GR1, GR4, GR7] 


D 


demotion 

The (re)assignment of an employee to a job in 

a lower position in the organization’s job worth 

hierarchy. Demotions may be the result of poor 
performance, a re-organization, re-engineering 
or an employee request. 

(C4, C11, GR4] 


downgrading 

The movement of a job to a lower job grade 
and pay range within a pay structure. 

[C4, GR4] 


E 


earnings 

Total wages or cash received during a 
specified period of time (e.g., pay period, 
month, year) for time worked or service 
rendered, including all regular pay, overtime, 
premium pay, bonuses, etc. 

[C1, C12, C4, T1, GR1, GR4, GR5, GR6] 


effective date 

(1) The date on which a benefits plan or 
insurance policy goes into effect, and from 
which time coverage is provided. (2) The date 
on which increases in salary or pay rate go into 
effect. 

[C4, GR4] 


eligible payroll 

Determined by the sum of salaries and/or 
wages of those employees who are eligible to 
participate, including those who are eligible 
and receive no salary increase. 

[C4, GR4] 


equity 

Anything of value earned through the provision 
or investment of something of value. (1) In the 
case of compensation, an employee earns 
equity interest through the provision of labor on 
a job. Equity often is used as a fairness 
criterion (i.e., “equal treatment”) in 
compensation. (2) On an organization’s 
balance sheet, equity represents the book 
value of the owners’ stake in the firm. See also 
shareholders’ equity. 

[C4, C15, C17, T1, T2, T6, T9, T11, GR1, GR4, GR7] 


equivalent annual percent increase 
(EAPI) 

See annualized increase percent. 

[C4, GR4] 


external equity 

A measure of an organization’s pay levels or 
bands or “going market rates” compared to that 
of its competitors. As a fairness criterion, 
external equity implies that the employer pays 
wages that correspond to prevailing, external 
market rates, as determined by market pricing. 
[C2, C4, C17, T1, GR1, GR3, GR4] 


extrinsic rewards 


Work-related rewards received for 
performance that have value measurable in 
monetary or financial terms. 

[C4, C12, C15, C17, T1, T9, GR1, GR4, GR5, GR6, GR7] 


F 


fixed pay 

Nondiscretionary compensation that does not 
regularly vary according to performance or 
results achieved. 

[C4, C12, C17, T1, T6, GR1, GR4, GR6] 


G 


general increase 


See across-the-board increase. 
(C4, GR4] 
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geographic differentials 

Pay differences established for the same job 
based on variations in costs of living or costs of 
labor among two or more geographical areas. 
[C4, C17, T1, GR1, GR4] 


going rate 

Refers to the employer's best estimate of the 
wage rate that is prevailing in a labor market 
for a specific job. Also Known as market rate. 
[C2, C4, C12, C17, T1, GR1, GR4, GR6] 


green circle rate 

A rate paid to an employee that is below the 
established pay range minimum for a specific 
job. 

[C4, GR4] 


incentive pay plan 

Formula-driven pay plan that is designed to 
reward the accomplishment of specific results. 
Rewards usually are tied to expected results 
identified at the beginning of the performance 
cycle. The plans can be individual, group, 
companywide or a combination or any. 
Incentive plans are forward-looking; in contrast 
to bonuses, they are not discretionary. 

[C4, C12, C17, T1, GR1, GR4, GR6] 


incumbent 


A person occupying and performing a job. 
[C1, C2, C4, C17, GR3, GR4] 


individual equity 

A criterion that provides a guideline for 
employers to establish wage rates for 
individual employees (people in the same job, 
in the simplest case) according to individual 
variation in merit. 

[C4, C17, GR4] 


internal equity 

A fairness criterion that directs an employer to 
establish wage rates that correspond to each 
job’s relative value to the organization. 

[C1, C2, C4, C5, C6, 15, C17, T1, GR1, GR3, GR4] 


interquartile range 


The difference between the 25th percentile 
(first quartile) and the 75th percentile (third 
quartile) in an ordered array of data. This 
range contains the middle 50 percent of the 
data. 

[C4, C15, C17, T3, GR2, GR4] 


intrinsic rewards 

Rewards that are associated with the job itself, 
such as the opportunity to perform meaningful 
work, complete cycles of work, see finished 
products, experience variety, receive 
professional development training, enjoy good 
relations with co-workers and supervisors and 
receive feedback on work results. 

[C4, C15, C17, T1, T9, GR1, GR4, GR7] 


J 


job 

The total collection of tasks, duties and 
responsibilities assigned to one or more 
individuals whose work has the same nature 
and level. 

[C1, C2, C4, C17, GR3, GR4] 


job analysis 

The systematic, formal study of the duties and 
responsibilities that constitute job content. The 
process seeks to obtain important and relevant 
information about the nature and level of the 
work performed and the specifications required 
for an incumbent to perform the job at a 
competent level. 

[C1, C2, C4, C11, C17, T1, GR3, GR4] 
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job description 

A summary of the most important features of a 
job, including the general nature of the work 
performed (duties and responsibilities) and 
level (e.g., skill, effort, responsibility and 
working conditions) of the work performed. It 
typically includes job specifications that detail 
employee characteristics required for 
competent performance of the job. A job 
description should describe and focus on the 
job itself and not on any specific individual who 
might fill the job. 


(C1, C2, C4, C11, C17, GR3, GR4] 


job evaluation 

A formal process used to create a job worth 
hierarchy within an organization. The two basic 
approaches are market data and the job 
content. 

[C2, C4, C11, C15, C17, T1, T9, GR3, GR4, GR7] 


job title 

The descriptive name for the total collection of 
tasks, duties and responsibilities assigned to 
one or more individuals whose positions have 
the same nature of work performed at the 
same level. Job titles should describe the 
nature and level of work performed. Titles 
often include the organizational function 

(e.g., Corporate Remuneration Analyst) or 
geographic responsibility (e.g., Eastern Region 
Sales Manager). 

[C1, C2, C4, C17, GR3, GR4] 


job worth hierarchy 

The perceived internal value of jobs in 
relationship to each other within an 
organization. The job worth hierarchy forms the 
basis for grouping similar jobs together and 
establishing salary ranges. 

[C2, C4, C6, C15, C17, T1, T9, GR1, GR3, GR4, GR7] 


job-based pay 

Compensation programs that base an 
employee's salary on the nature of a rigidly 
defined job instead of on individual's skills or 
knowledge. 

[C4, GR4] 


L 


labor market 


A location where labor is exchanged for 
wages. These locations are identified and 
defined by a combination of the following 
factors: (1) geography (i.e., local, regional, 
national, international); (2) industry; 

(3) education, experience and licensing or 
certification required; and (4) function or 
occupation. 

[C1, C2, C4, C17, T1, T11, GR1, GR3, GR4] 


lag structure policy 

This strategy dictates that the company will 
consciously set its pay equal to current market 
levels at the beginning of the year. The 
company will be “lagging” the market until the 
increase is implemented at the end of the year. 
[C2, C4, C17, GR3, GR4] 


lead structure policy 

The company has decided to “outpace” the 
market. Pay is not set at current market levels, 
but at anticipated market levels. 

[C2, C4, C17, GR3, GR4] 


lead-lag structure policy 

A salary practice that is halfway between a lag 
and a lead policy. An organization’s structure is 
set at the beginning of the plan year to its 
anticipation of the level the competition will 
reach by the middle of the plan year. It leads 
the market during the first six months, matches 
the competitive pay at the middle of the year 
and lags the market during the past six months. 
[C2, C4, C17, GR3, GR4] 


linear regression 

The statistical technique of fitting a straight line 
to a set of (x,y) data, using the method of least 
squares. Linear regression assumes that the 
basic relationship between the two variables is 
linear in nature. 

[C2, C4, C17, T3, GR2, GR3, GR4] 
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lump-sum increase 

Any increase in pay that is made in the form of 
a single cash payment. The most common 
form is the lump-sum merit increase. 

[C4, C11, C17, T1, GR4] 


lump-sum merit payment 

When merit pay is delivered in the form of a 
single cash payment separate from base pay 
(i.e., not folded in). It must be “re-earned” 
annually. 

[C11, GR4, GR5] 


market adjustment 


The percentage increase to organization, 
group or individual pay that is necessary to 
adjust it to the estimated market level. 

[C2, C4, C17, GR3, GR4] 


market compa-ratio 

The ratio of internal pay to competitive pay for 
a company, group or individual, calculated by 
dividing the internal weighted average pay by 
the related market weighted average pay. 

[C4, C17, GR4] 


market cycle 


See business life cycle. 
[C2, C4, C6, C6A, GR3, GR4] 


market index 

An index computed by dividing the pay 
received by an individual by the market pay for 
that job. This figure can be computed for 
groups, departments and the entire 
organization. It is designed to provide a 
measure of how organizational pay compares 
to the market. 

[C2, C4, C17, T3, GR2, GR3, GR4] 


market pricing 

Relative to compensation, the technique of 
creating a job worth hierarchy based on the 
“going rate” for benchmark jobs in the labor 
market(s) relevant to the organization. Under 
this method, job content is considered 
secondarily to ensure internal equity after a 
preliminary hierarchy is established based on 
market pay levels for benchmark jobs. All other 
jobs are “slotted” into the hierarchy based on 
whole job comparison. 

[C1, C2, C4, C5, C15, C17, T1, GR1, GR3, GR4] 


market rate composite 

The employer’s best estimate of the wage rate 
that is prevailing in the external labor market 
for a given job or occupation. Also known as 
market rate. 

[C1, C2, C4, C15, C17, T9, GR3, GR4, GR7] 


merit bonus 


See lump-sum merit payment. 
(C4, GR4] 


merit increase 

An adjustment to an individual’s base pay rate 
based on performance or some other individual 
measure. 

[C11, C12, C4, T1, T4, T6, GR1, GR4, GR5, GR6] 


merit matrix 

A methodology using an individual’s 
performance level and placement within the 
salary range as a means of determining the 
amount of the pay increase, usually stated as a 
percentage of base salary. 

[C4, C11, GR4, GR5] 


merit progression 

A formula for progressing an employee through 
a wage structure according to performance, or 
some other individual equity basis. 

[C4, GR4] 


GR4 ® Glossary 7 


© WorldatWork. All rights reserved. 


merit rating 

A method for appraising the performance of an 
employee with respect to his or her job. It 
frequently serves as a basis for making pay 
adjustments, promotion decisions, or work 
reassignments. 

[C4, GR4, GR5] 


midpoint 

The salary that represents the middle of a 
given salary range or pay grade. 

[C4, C11, C15, C17, T1, T3, T9, GR1, GR2, GR4, GR7] 


midpoint differential 

The difference in wage rates paid in the 
midpoints of two adjacent grades. A midpoint 
progression is calculated by taking the 
difference between two adjacent midpoints as 
a percentage of the lower of the midpoints. 
Also known as the midpoint differential. 

[C2, C4, C17, T1, T3, T9, GR3, GR4] 


midpoint progression 
See midpoint differential. 
[C2, C4, C15, T1, T3, T9, GR1, GR2, GR3, GR4, GR7] 


midpoint-to-midpoint differential 
See midpoint differential. 
[C4, T3, GR4] 


O 


on-call pay 

A nominal amount of compensation provided in 
return for an employee being available to 
report to work at employer's discretion. 
Because the employee is expected to be easily 
reachable and able to report to the work site on 
short notice, he or she is compensated for 
having restricted personal time. 

[C1, C4, GR4] 


open pay system 

A compensation program in which information 
about salary ranges — in some cases, even 
individual employee wage levels — is made 
public. 

[C4, T1, GR4] 


overlap 


See pay-range overlap. 
[C4, C17, GR4] 


Pp 


participation 

The number of individuals granted pay 
increases, expressed as a percentage of all 
employees in the group. To calculate 
participation over a period of up to 12 months, 
the total number of employees in the group at 
the beginning of the period is used. For longer 
periods, averaging may be necessary. [A] 
Actual Participation = (Number of Employees 
Receiving Increases / Total Employees) x 100. 
[B] Planned Participation = (Number of 
Employees for Whom Increases are Planned / 
Total Employees) x 100. 


[C4, GR4] 


pay adjustment 

A general revision of pay raises. The 
adjustment may be either across-the-board, 
such as cost-of-living adjustments (COLA), or 
spot adjustments for increases in prevailing 
wage rates. 

[C4, GR4] 


pay compression 
See compression. 
[C4, GR4] 


pay for performance 

Links pay (base and/or variable), in whole or in 
part, to individual, group, and/or organizational 
performance. 

[C4, C11, C15, T9, GR4, GR6, GR7] 


pay grade 

The grade to which a given type of job is 
assigned. 

[C2, C4, C17, GR3, GR4] 


pay plan 

A schedule of pay rates or ranges for each job 
in the classification plan. May include rules of 
administration and the benefits package. 

[C4, GR4] 
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pay policy line 

The level at which the organization decides to 

set its pay against the external market; usually 
the midpoint of the salary structure is set as an 
estimate of the market going rate. 

[C4, C17, GR4] 


pay progression 

The position the employee is within the pay 
ranges, and the ability for pay movement 
based upon performance. 

[C4, C11, GR4, GR5] 


pay range 

The range of pay rates, from minimum to 
maximum, established for a pay grade or 
class. Typically used to set individual 
employee pay rates. 

[C2, C4, C11, C15, C17, T1, T9, GR1, GR2, GR3, GR4, GR7] 


pay satisfaction 

The degree to which an employee perceives 
little difference in the pay he or she thinks is 
deserved and the pay actually received. When 
pay satisfaction is low, the potential for 
reduced productivity, strikes, turnover, 
grievances and absenteeism increases. Also 
referred to as pay equity. 

[C4, T1, GR1, GR4, GR5] 


pay steps 

Specified levels within a pay range. Employees 
may progress from step to step on the basis of 
time-in-grade, performance, or the acquisition 
of new job skills. 

[C4, GR4] 


pay-range overlap 

The degree to which the pay ranges assigned 
to adjacent grades in a structure overlap. 
Numerically, the percentage of overlap 
between two adjacent pay ranges. 

[C4, C17, T3, GR2, GR4] 


pay-range width 
The width or spread of a pay range, measured 
by the ratio: width = (maximum pay — minimum 
pay)/ minimum pay. 
[C4, C15, C17, T9, GR4, GR7] 


pay-trend line 

A line fitted to a scatter plot that treats pay as a 
function of job values. The most common 
technique for fitting a pay-trend line is 
regression analysis. 

[C4, C17, GR4] 


percent difference 

The percent that the value of one item differs 
from a referenced item. In compensation 
decision-making, the data on which action will 
be taken should be the referenced item and, as 
such, should be in the denominator of the 
calculation. That way, the percent difference 
will be expressed in terms of the reference. For 
example, market adjustment is equal to 100 x 
(market data — company data) + company data. 
[C4, T3, GR2, GR4] 


person-based pay 

Compensation programs that base an 
employee’s salary on that individual’s skills or 
knowledge rather than on the nature of a rigidly 
defined job. Types include skill-, knowledge- 
and competency-based pay. 

[C4, C12,, GR4, GR5, GR6] 


piece rate 

A direct performance payment based on 
production by an individual worker. A payment 
is made for each piece or other quantity unit of 
work produced by an employee. 

[C1, C4, C12, T1, GR1, GR4, GR5, GR6] 


piece work 

Work for which an incentive payment is made. 
The payout depends on the number of pieces 
produced or operations completed. 

[C1, C4, C11, GR4, GR5] 


promotion 

The (re)assignment of an employee to a job in 
a higher grade or range in the organization's 
job worth hierarchy. 

[C4, C11, C15, T9, GR4, GR7] 
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promotional increase 


An increase in a salary or wage rate that 
accrues to a person because of a promotion to 
a higher-level job. 

[C4, C11, GR4] 


R 


raise 


An increase in salary or wages. 
[C4, C17, GR4] 


range 

(1) For a set of data, the difference between 
the maximum value and the minimum value. 
(2) For a pay grade, the percentage by which 
the maximum pay exceeds the minimum. 

[C4, C17, T3, GR2, GR4] 


range penetration 

The level of an individual's pay compared to 
the total pay range (rather than compared with 
midpoint, as in compa-ratio). Range 
penetration is calculated as: RP = (Pay — 
Range Minimum) / (Range Maximum — Range 
Minimum). 

[C4, C17, GR4] 


range spread 
See pay-range width. 
(C4, C17, GR4] 


rate 


See wage rate. 
[C4, GR4] 


rate range 
See pay range. 
[C4, GR4] 


reclassification 

The (re)assignment of a job to a higher or 
lower grade or range in the organization’s job 
worth hierarchy due to a job content 
(re)evaluation and/or significant change in the 
going rate for comparable jobs in the external 
labor market. 

[C2, C4, GR3, GR4] 


red circle rate 

An individual pay rate that is above the 
established range maximum assigned to the 
job grade. The employee is usually not eligible 
for further base pay increases until the range 
maximum surpasses the individual pay rate. 
[C4, GR4] 


regression analysis 

The statistical technique of creating a model of 
a y (dependent) variable as a function of one 
or more x (independent) variables using the 
method of least squares. 

[C2, C4, C17, T3, GR2, GR3, GR4] 


S 


salary budget 

An amount or pool of money allocated for 
payment of salaries and wages during a 
specified period. Salary budgets must be taken 
into account when planning structure 
adjustments or individual employee 
adjustments. 

[C4, C15, GR4] 


salary increase cost 

(1)The cost of the increase in the current (i.e., 
first) year is determined by multiplying the 
eligible payroll by the average increase percent 
and the participant rate, adjusted for the 
percent of the year the increase is in effect. (2) 
The annualized cost of the increase (future 
year cost) is determined by multiplying the 
eligible payroll by the average increase percent 
and the participant rate. 

[C4, GR4] 


salary index 


See compa-ratio. 
[C4, GR4] 


salary structure 

The hierarchy of job grades and pay ranges 
established within an organization. The salary 
structure may be expressed in terms of job 
grades, job-evaluation points or policy lines. 
[C2, C4, C11, C15, C17, T6, T9, GR3, GR4, GR7] 
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seniority 

Status determined by the length of time an 
employee has worked for a given employer, 
often as the basis for rights, privileges and 
benefits. The term also may be used to reflect 
time worked for a division, group or specific 
occupation. Union contracts often provide for 
multiple seniority calculations. 

[C1, C4, T1, GR1, GR4] 


shift differential 

Extra pay allowance made to employees who 
work on a shift other than a regular day shift 
(e.g., 9 a.m. to 5 p.m., Monday through Friday) 
if the shift is thought to represent a hardship, or 
if competitive organizations provide a similar 
premium. Shift differentials usually are 
expressed as a percentage or in cents per 
hour. 

[C1, C4, T1, GR1, GR4, GR5] 


single-rate system 

A compensation policy under which all 
employees in a given job are paid at the same 
rate instead of being placed in a pay range. 
Generally applies in situations where there is 
little room for variation in job performance or 
skill level. 

[C4, GR4] 


skill-based pay 

A person-based compensation system based 
on the repertoire of skills an employee can 
perform, rather than the specific skill that the 
employee may be doing at a particular time. 
Pay increases generally are associated with 
the addition and/or improvement of the skills of 
an individual employee, as opposed to better 
performance or seniority within the system. 
Pay level generally is not dependent on 
whether any of the skills are utilized. 

[C2, C4, C11, C12, T1, GR1, GR3, GR4, GR5, GR6] 


skills inventory 

A planning tool that specifies all people 
currently employed by the organization and 
classifies them according to their skills, job 
assignments, age, sex and other factors 
relevant to human resource planning. The 
device is employed primarily as a way of 
classifying internal labor supplies for human 
resource planning. 

[C4, GR4] 


standard rate 

The rate established for a job, based on job 
evaluations and/or job pricing. 

[C4, C17, GR4] 


starting rate 


See hiring rate. 
[C4, C17, GR4] 


step rates 

Standard progression pay rates that are 
established within a pay range. Step rates 
usually are a function of time in grade and 
often are referred to as automatic. However, 
they also can be variable or can be used in 
conjunction with merit programs. 

[C4, C11, T1, GR1, GR4] 


survey 

The gathering of information about a situation. 
Often, surveys consist of sampling data from a 
population. Examples include a benchmark 
salary survey that collects pay data for 
benchmark jobs from a defined labor market, 
a maturity salary survey that collects both pay 
and experience data from a defined labor 
market for benchmark jobs or jobs in a given 
discipline at a given degree level, and a 
benefits survey that collects benefits data from 
a defined labor market. 

[C2, C4, C15, C17, T3, T9, GR2, GR4, GR7] 
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T 


target compa-ratio 


The organization’s planned average salary for 
the organization, group or individual divided by 
the corresponding average (or total) midpoint. 
Can also be calculated on total salaries and 
total midpoints. 

[C4, GR4] 


target compensation 

The expected pay for a position, including both 
base pay and at-risk pay. The variable portion 
of target compensation is based on what the 
employee ought to earn on average, given 
satisfactory performance. High performers will 
exceed target earnings and poor performers 
will fall short of the target. Initially used 
primarily in sales compensation, but as at-risk 
pay becomes more widely used, so does the 
term. 

[C17, GR4] 


the work experience 


See work experience. 


[B1, B2, B3, B3A, B5, C1, C2, C3, C4, C5, C6, CBA, C11, C12, C15, T1, 
T2, T3, T4, T6, T9, T11, GR1, GR2, GR3, GR4, GR5, GR6, GR7, GR8] 


tiered pay plan 

A compensation system that differentiates 
salary based on time of hire (i.e., new 
employees are paid less than current 
employees for performing the same or similar 
jobs) as well as on nature of work performed. 
[C4, GR4] 


total cash compensation 

Total annual cash compensation (base salary 
and annual incentives/bonuses). 

[C6, C6A, C17, T6, GR4, GR7] 


total payroll 

The sum of salaries and/or wages paid at the 
opening of business on the first day of the plan 
year or the close of business on the last day of 
the prior year. 

[C4, C17, T3, GR4] 


total remuneration 


The sum of the financial and nonfinancial value 
to the employee of all the elements in the 
employment package (i.e., salary, incentives, 
benefits, perquisites, job satisfaction, 
organisational affiliation, status, etc.) and any 
other intrinsic or extrinsic rewards of the 
employment exchange that the employee 
values. 

[C15, T9, GR1, GR4, GR5, GR7, GR8] 


total rewards 

The monetary and non-monetary returns 
provided to employees in exchange for their 
time, talents, efforts and results. Total rewards 
involve the deliberate integration of five key 
elements that effectively attract, motivate and 
retain the talent required to achieve desired 
business results. 


[B1, B2, B3, B3A, B5, C1, C2, C3, C4, C5, C6, C6A, C11, C12, C15, C17, 
T1, T2, T3, T4, T6, T9, T11, 712, W1, W2, W3, GR1, GR2, GR3, GR4, 
GR5, GR6, GR7, GR8] 


turnover effect (washout, slippage) 


The difference between actual year-end 
average pay and expected average pay. This 
difference is caused by a variety of changes in 
employee status, including promotions within 
the organization, departures from the 
organization, and new people joining the 
organization. The turnover effect can be plus 
or minus, but typically is the latter, since higher- 
paid people generally are replaced by lower- 
paid, shorter-service employees. 

[C4, GR4] 


two-tier pay plan 

A dual pay structure that attempts to control 
labor costs by grandfathering the current 
structure for existing employees, but starting 
new employees under a second, lower-level 
pay structure. 

[C4, GR4] 


U 


upgrading 

The advancement of a job to a higher grade or 
salary range. 

[C4, GR4] 
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V 


variable pay 

Compensation that is contingent on discretion, 
performance or results achieved. It may be 
referred to as pay at risk. 


[C4, C6, C6A, C11, C12, C15, C17, T1, T4, T6, T9, T11, T12, GR1, GR4, 
GR5, GR6] 


W 


wage contour 


A way of considering an external wage 
structure, developed by labor economist John 
Dunlop. He defines a wage contour as a stable 
group of wage-determining units (for example, 
bargaining units, plants or firms) that have 
common wage-making characteristics because 
they are so linked together by (a) similarity of 
product markets, (b) similar sources for labor, 
or (c) common market organization or custom. 
[C4, GR4] 


wage differential 

Differences in wage rates (for similar jobs) that 
can occur because of location of company, 
hours of work, working conditions, type of 
product manufactured, or a variety of other 
circumstances. 

[C4, C15, T9, GR4, GR7] 


wage level 

The average of all salaries paid to workers in 
an occupation, an industry or group of 
industries. 

[C4, T1, GR1, GR4] 


wage movement 


An increase or decrease in the wage level for a 
particular job or occupation in a wage market. 
[C4, GR4] 


wage structure 


See salary structure. 
[C4, GR4] 


wage survey 


A survey of a labor market to determine the 
going rates for benchmark jobs. 
[C2, C4, C17, GR3, GR4] 


work experience 


Elements of rewards that are important to 
employees but may be less tangible than 
compensation or benefits. It includes 
acknowledgement or recognition of effort/ 
performance, balance of work-life issues, 
cultural issues, development opportunities and 
environmental factors. 


[B1, B2, B3, B3A, B5, C1, C2, C3, C4, C5, C6, C6A, C11, C12, C15, C17, 
T1, T2, T3, T4, T6, T9, T11, GR1, GR2, GR3, GR4, GR5, GR6, GR7, 
GR8] 
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Faculty * Course GR4 


Atsmon, Tali 


Atsmon is manager of Atsmon Group - 
Advanced Compensation Solutions in Israel. 


Bell, Dr. David P., CCP 


Dr. Bell is a consultant with D.P. Associates. He 
earned his BS in pharmacy from West Virginia 
University, an MBA from West Virginia College 
of Graduate Studies and a PhD from Ohio 
University. 


Buergi, Andreas, GRP 


Buergi is a managing founding partner of the 
Living Water Institute located in Switzerland. He 
has an MBA in organizational leadership from 
City University in Bellevue, Wash. 


Caldwell, William A., CCP, CBP 


Caldwell is managing director of Caldwell 
Consulting Inc. He holds a BA from the 
University of North Carolina. He served 
WorldatWork as Chairman of the Board and 
President and is an honorary life member of 
WorldatWork. 


Coate, Howard A. 


Coate is managing director of Coate and Sons 
Ltd. in Great Britain. 


Hovy, Maureen, GRP 


Hovy is rewards and benefits manager, AOA 
with Huhtamaki and has specialized in rewards 
consulting since the late 1980s. Her areas of 
expertise include base pay and incentive 
design, global rewards strategies and advice at 
board and executive levels. She holds a BS 
from the Rand Afrikaans University, as well as 
honors in education and a diploma in data 
metrics (with distinction) from the University of 
South Africa. 


Kruger, Peet 


Kruger is senior manager with Reward 
Partnership in South Africa. 


McAdams, Jane Bjorndal 


McAdams is president of Bjorndal McAdams 
and Associates in St. Louis, Mo., specializing in 
the design and implementation of base salary, 
performance management and group incentive 
programs. She earned a BA from Augsburg 
College and holds an MA in industrial relations 
from the University of Minnesota. 


Nelson, Hollis P. 


Nelson is director of account management at 
the Miami office of Watson Wyatt Worldwide. 
He earned his BS in public administration from 
Moorhead State University and has done 
graduate work at the American University. 


Parent, Nathalie, CCP, CHRP 


Parent is director of HR Europe for Cognos Ltd 
in the United Kingdom. 
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Peacoe, Ray W., CCP, CBP, GRP 


Peacoe is president of The Human Resource 
Consultancy specializing in human resource 
strategy, compensation and benefits. He holds 
a BS from Westminster College and an MS 
from Indiana University. He is a former member 
of the WorldatWork board of directors. 


Pillai, Ashok 


Pillai is head of rewards management for 
BP International in London. 


Rimsky, Tolo M., CCP, GRP 


Rimsky is a principal at the Center for 
Workforce Effectiveness and specializes in 
compensation consulting and other issues in 
Latin America. He holds a BS and an MS in 
engineering from Case Institute of Technology/ 
Case Western Reserve University. 


Rubino, John A., CCP, CBP, GRP 


Rubino is president of Rubino Consulting 
Services (RCS) in Pound Ridge, N.Y. His areas 
of expertise are in the design and 
implementation of executive and employee 
incentive plans, performance management 
systems, management training programs, 
motivational training and human resources 
communications. He holds a BA, with honors, 
from Wagner College and an MBA, with 
distinction, from Pace University. 


Ryder, Averile, GRP 


Ryder is the founding member of Averile Ryder 
Remuneration & Outsourced Payroll 
Consulting, which specializes in developing 
effective human resource and remuneration 
solutions. Averile has been in the human 
resources field for over 25 years and holds an 
Advanced Diploma in Human Resources. She 
is Chairperson for the SARA KZN Committee 
and Vice Chairperson on the Durban Chamber 
Human Resources Committee. 


Seltz, Steven P., CCP 


Seltz is senior director of compensation and 
benefits for Siemens Corp. He holds a BA from 
Vassar College and an MBA from the Wharton 
School at the University of Pennsylvania. Seltz 
has served as a member of WorldatWork board 
of directors. 


Wilson, Stephanie Y., CCP 


Wilson is president of Human Capital Solutions, 
LLC. She is an adjunct professor in the 
Graduate HR program for the New School 
University in New York City. She holds a BA 
from the University of Utah and an MBA from 
the University of Connecticut. 


Zerkowitz, Alexander, GPR 


Zerkowitz is human resources director with 
Raiffeisen, one of the leading retail banks in 
Central and Eastern Europe. In his professional 
career as a practitioner, he has been holding 
international HR and C&B management 
responsibilities with leading companies from 
different industries such as GM, Red Bull and 
Nokia. He did a foreign study assignment in 
France and Belgium and earned a Master in 
Commerce from Vienna University for Business 
Administration as well as an Executive MBA 
from California State University Hayward. 
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WorldatWork Society of 
Certified Professionals. 


Certification Examination 


Information 


About WorldatWork Society of Certified Professionals® 


WorldatWork Society of Certified Professionals is a not-for-profit organization dedicated to providing 
certification in the human resources disciplines of compensation, benefits and total rewards. The Society 
issues the Certified Compensation Professional (CCP®), the Certified Benefits Professional® (CBP) and 
the Global Remuneration Professional (GRP®) designations. It also serves as an alumni society for CCP, 
CBP and GRP certified professionals. The organization is an affiliate of WorldatWork, the professional 
association dedicated to knowledge leadership in compensation, benefits and total rewards. 


www.worldatworksociety.org 
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Development 


Internal and external subject matter experts 
contribute to the development of the content 
of WorldatWork courses as well as the 
examinations. Exam questions are reviewed 
by an internal examination team to ensure that 
items are properly scripted and meet the 
standards of good measurement practices. 
Exam reviews consist of, but are not limited 
to, checking items for appropriate content, 
accuracy, and for clues that would help the 
person taking the exam answer the item 
correctly. For new courses, a pilot of the 
course is conducted, culminating with an 
examination. 


The final step in the examination development 
process occurs when scores are received, 
indicating how well the exam performed. 
Subsequently, exams continue to receive 
regular reviews to assess performance and 
currency. 


Specifications 


Exam specifications serve as a guide for the 
development of WorldatWork examinations 
and consist of two parts: (1) the content or 
knowledge assessed by the test, and (2) the 
statistical analysis of the items of the test. 


The content or knowledge contained in the 
examinations is derived by a comprehensive 
breakdown of the material covered in each 
course, based on the Body of Knowledge. 
Exams are developed and refined on an 
ongoing basis by teams of staff and 
volunteers with expertise in each subject area. 
Questions assess mastery of the topics 
covered in the course books as the materials 
relate to the Body of Knowledge. Examination 
developers weigh the amount of key 
information presented in each module. 


Examination items cover the overall Body of 
Knowledge presented in the course, and 
reflect relative emphasis required in each 
module. Each test item is written based upon 
the module objectives and content to measure 
specific types of knowledge, such as recall, 
application, analysis, evaluation, etc. 


Time allotted for completion of each 
examination is four and one-half hours; 
however, most participants complete 
examinations within one and one-half to 
two hours. 


An item-by-item review of test items is 
performed to ensure that all test items meet 
the prescribed criteria. Each examination item 
is analyzed to determine exactly where it is 
presented in the course material. The analysis 
is conducted on an item-by-item, module-by- 
module basis. All examination items are 
developed with this balance in mind. 
Examination items must be clear and 
straightforward to reduce confusion and 
frustration, which would limit participants’ 
opportunity for success. 


Test items are subject to continual scrutiny by 
statistical analysis as well. Comprehensive 
statistical analysis is conducted on each exam 
by Arizona State University’s Testing Center, 
which provides ongoing validity and reliability 
information. Exam results are reported to 
students electronically, or by mail, upon 
request. Proprietary transcript records are 
maintained at headquarters. 


Each examination: 


1. Reflects course objectives, course 
materials and overall presentation to 
maintain content validity. 


2. Provides a balanced sequence of exam 
items according to class presentation and 
objectives. 


3. Contains test items with the appropriate 
number of alternative distractors to 
accurately determine discrimination. 


4. Is monitored using an item analysis for 
evaluating internal consistency and 
reliability. 


5. Serves as a measure of knowledge of 
course content and the Body of 
Knowledge. 
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The monitoring process consists of an 
ongoing review of the following factors: 


1. The security of examinations. 


2. The maturity, currency and relevancy of 
the examination over time. 


3. Acomprehensive item analysis, utilizing 
statistical procedures that include item 
discrimination and item difficulty 
assessment. 


4. A monitoring of all items to identify those 
that consistently perform poorly on item 
analysis criteria and should be eliminated 
or revised. 


5. The implementation of adjustments 
necessary in the scoring base to reflect 
the integrity, fairness, and credibility of 
the examination. 


Certification examinations are designed to 
measure a specified level of proficiency 
relative to course content. This serves to link 
the exams to the associated Body of 
Knowledge. 


The minimum passing score (cut score) for 
all certification exams is 75 percent. By 
definition, this serves as the accepted 
threshold of mastery. 


Item Type and 
Number of Options 


Multiple-choice questions are used for 
certification exams. This type of question 
was chosen for the following reasons: 


1. Multiple-choice questions are easily 
adapted to meet a variety of testing 
situations. 


2. Psychometric research indicates that 
multiple-choice questions are more 
reliable than other types of questions. 
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3. Multiple-choice questions can assess a 
wide range of knowledge, skills and 
abilities. 


4. Multiple-choice exams can be scored 
electronically. 


Based on research and contemporary 
measurement practice, the number of options 
(responses to the questions, i.e., A, B, C) 
ranges from 2 to 4. 


The following are the three components of 
multiple-choice questions: 


1. Stem: An opening or introductory 
statement, typically in the form a question. 


2. Options: Each choice (A, B, C) is an 
option. There is one BEST option, which is 
the correct response (which would be the 
consensus of a panel of experts). 


3. Distractors: The incorrect choices are the 
distractors. Distractors are believable 
responses; however wrong, or simply not 
the BEST response. 


Exam Versions 


WorldatWork Society of Certified 
Professionals updates exams regularly. 

The examination policy is to administer exams 
based on the most current content in the 
profession. Exam versions maintained in 
inventory assure individuals purchasing 
course binders that the content assessed on 
the exams will be adequately covered in the 
course binders for one year after the date of 
binder purchase or course registration. If 
more than one year has elapsed since binder 
purchase or course registration, it is possible 
that some questions on the exam may not be 
covered in the course materials. To view the 
current course outline/description online go to 
www.worldatwork.org. 
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Exam-Taking 
Suggestions 


Examination anxiety is something that many 
people experience. The information contained 
in this document is intended to provide you 
with sufficient information to lessen possible 
anxiety that you may experience. 


The following suggestions are offered to help 
you perform to the best of your capabilities 
and knowledge: 


1. Trust your first instinct. 


2. Avoid over analyzing. Caution against 
reading too much into the questions. 


3. When in doubt, move on and return. 
4. Proceed through the test in order. 


5. Make educated guesses. If you are 
fluctuating between one or two choices, 
guess at one. There is no penalty for 
guessing. 


6. Use the margins of the exam booklet. 
Utilize the spaces available on the exam 
booklet to make any calculations, make 
notes and to note any questions that you 
may want to skip over and return to later. 


7. Review your answers. When finished with 
the test, scan it to ensure that you have 
provided an answer for each question. 


8. Use time wisely. There is adequate time 
to complete the test. Proceed through 
the test at a pace that is comfortable for 


you and that will allow you time to review 


and to check your answers. 


Fair Testing 
Practices 


Attention is focused throughout the 
examination development process on fair 
testing practices. Some of the factors that 
are included in this evaluation process are 
item writing and reviewing, item banking, 
item selection and examination review. 


The following support the efforts for fair 
testing: 


1. Exam developers are provided training in 
item writing. 


2. Examinations undergo reviews for any 
potential bias. 


3. Item performance is reviewed, including 
the instructional sensitivity of the item 
(the item needs to be difficult for those 
untrained and easy for those trained). 
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